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The Concept of a Shared Tax 


By HUGH D. INGERSOLL* 


PHYSICIST knows that when he uses any term 
in the standard nomenclature of the physical 
world, such as “erg” or “coefficient of friction,” 

all who are familiar with the term will have the same 
definition in mind that he has. But when the student 
of public finance speaks of a “state-collected locally- 
shared tax,’ ' he cannot possess the same certainty 
that evervone will have a concept of the term similar 
to his. 


To specialists in taxation, governmental officials, 
economists, and statisticians, the need for uniform 
terminology cannot be questioned. With the constant 
increase in the amount and complexity of state-local 
financial aid, the demand for standard definitions be- 
comes more and more imperative. Total state aids 
to their minor civil divisions now amount to about 
$1.4 billion, or 40 percent of the total cost of state 
government.? This total “state aid” is usually divided 
into two parts: (1) grants and (2) local shares of 
shared taxes,* which gives rise at once to the problem 
of deciding the point at which the dividing line be- 
tween these two types of aid should be drawn. It is 
the purpose here to discuss this problem and others 
in arriving at a concept of the shared tax. 

The discussion is divided into four parts. First, 
the more popular, current definitions of the shared 
tax are examined. Second, a border line case, the 
locally-collected state-shared tax, is discussed. Third, 
the question of whether or not local shares of shared 
taxes should be included as part of the revenues and 
costs of state government is analyzed. Fourth, the 
problem of state-collected locally-shared taxes imposed 
at local rates is described. 


* Division of State and Local Government, U. S. Bureau of the 
Census, Washington, D. C. 

‘Sometimes called the state-administered locally-shared tax. 

*U. S. Bureau of the Census, Financial Statistics of States: 1937, 
Pp. 73; U. S. Treasury Department, ‘‘Federal and Estimated State 
and Local Revenues and Expenditures for General Government 
Fiscal Year 1938,’ Bulletin of the Treasury Department, August 
1939, p. 4. 

‘Some authorities, however, make no such distinction but deal 
only with the whole state-local flow of funds. See U. S. Treasury 
Department, op. cit., p. 3. 








“For a decade the state- 
collected locally-shared 
tax has been recognized 
as an important factor 
in state-local fiscal rela- 
tions. Yet curiously, 
there is today no agree- 
ment as to just what 
constitutes such a 
‘shared’ tax.” 











Definitions 


That a shared tax is a tax collected (or imposed) 
by the state and returned in whole or in part to local 
divisions as the yield of a specific tax is generally 
agreed upon. The point at issue revolves about the 
basis of distribution of the proceeds of the tax to 
the localities. There seems to be a clustering of opinions 
around two separate and distinct concepts. 


The first of these two concepts emphasizes the idea 
that in collecting and distributing the tax the state 
is acting in the role of an agent for its localities. A 
tax is held to be shared only when it is returned to 
local divisions in proportion, or substantially in pro- 
portion, to the amount of tax produced or collected in 
each local unit. Where it is distributed upon any 
other basis, the local share is classified as a grant. 
This definition has been adopted by the Bureau of 
the Census * and by the National Committee on Mu- 





4U. S. Bureau of the Census, Instructions for Collection of Finan- 
cial Statistics of States, 1940, p. 6. 
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is that it is returned in proportion to collections, it 
will be referred to hereafter as the “collections-basis” 
definition. 

The Achilles heel of this definition is the phrase 
‘substantially in proportion to yield”, for there arises 
nicipal Accounting.’ Because its chief characteristic 
at once the problem of what constitutes a tax returned 
substantially in proportion to yield. As would be ex- 
pected, among the diversified laws relating to the 
distribution of state revenues, the usual border line 
cases present themselves. 


‘ 


For example, is a motor 
fuel tax distributed in proportion to motor vehicle 
registration (North Dakota) returned in substantial 
relation to yield? What about a general sales tax 
distributed in proportion to population (Alabama), 
a sales tax on liquor in proportion to population (New 
York), an income tax in proportion to assessed valua- 
tion (New York)? To answer these questions it may 
be necessary to compute coefficients of correlation in 
each case and to develop standards as to what is and 
what is not “substantially in proportion to yield”. 


The second concept of a shared tax is broader than 
the first: it includes all taxes which are state-collected 
and shared, irrespective of the basis of such sharing. 
The tax may be returned in proportion to the collec- 
tions in the locality, or it may be returned regardless 
of the collections but in accordance with some other 
basis, usually one which measures the need of the 
receiving minor civil division. For example, part of 
the motor fuel tax in Iowa is distributed for highway 
purposes to the counties in proportion to the area of 
each county, on the theory that area is a better 
measure of the highway requirements of the counties 
than is the amount of tax collected there. Part of 
the alcoholic beverage license tax in Oklahoma is dis- 
tributed to school districts in proportion to the number 
of children enumerated in the scholastic census in 
each. Part of the general sales tax in Ohio is dis- 
tributed to counties in proportion to the average for 
the last five years of the real, public utility and tan- 
gible personal property tax duplicates in all municipal 
corporations located in the county, such proceeds to 
be used “to supplement the revenues from taxes on 
property for essential local government purposes.” ° 
This definition has been ably propounded by Dr. 
Mabel Newcomer.’ It differs from that of the grant 
on two main points: first, the local share is the yield 
of a specific tax whereas the grant comes from un- 
specified sources; second, the amount of the local 


5 National Committee on Municipal Accounting, Bulletin No. 9, 
A Standard Classification of Municipal Revenues and Expenditures, 
1939, p. 85. 

® Ohio Auditor of State, Annual Report, 1937, p. 286. 

™ Mabel Newcomer, ‘‘Proposed Classification for Central Govern- 
ment Aid to Local Governments,’’ 1938 National Tax Association 
Conference Proceedings, p. 337. See also Harold M. Groves, ‘‘State- 
Administered Locally-Shared Taxes,’’ 13 Tax Magazine, No. 3, March 
1935, p. 127. 
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share which the community gets usually varies with 
the yield of the tax whereas the amount of the grant 
which the locality gets is determined on some fixed 
basis not varying with the yield.’ Since the distin- 
guishing characteristic of this definition is, therefore, 
that it consists of the proceeds of a specific tax, it 
will be called here the “specific-tax” definition. 

No hair-splitting is involved here. The variation 
between the two definitions is substantial. Of the 
total state aid, 19 per cent is shared using the collection- 
basis definition,® the remaining 81 per cent being 
grants. Using the specific-tax definition, 30 per cent 
is shared.’° The difference between the two, there- 
fore, amounts to 11 per cent of the total aid. 

No matter what definition is used, it is apparent 
from the foregoing that a shared tax is a tax which 
the state collects, retaining usually a portion of the 
proceeds for itself and distributing the rest to the 
localities. Sometimes the state does not receive a 
share but instead returns the total tax to the local 
divisions. The share received by the localities, which 
varies all the way from 1 per cent to 100 per cent oi 
the tax collected, is the amount included in state aid 
This portion should be distinguished from the total 
tax collected, although the two are often confused, 
the term “shared tax” (or state-collected locally- 
shared tax) being used indiscriminately to refer to 
the total proceeds or to only the amount distributed. 
To clarify this confusing situation, the term “shared 
tax” will be used in this article to mean total collec- 
tions, and the term “local share” will mean the portion 
of the shared tax which is distributed to the localities. 

In addition to the above two definitions there are 
others which are at variance with both. For example, 
3itterman, in his recent volume entitled State and 
Federal Grants-in-Aid,’? distinguishes a shared tax 
from a grant on the basis that a shared tax is a dis- 
tribution of the proceeds of a particular tax without 
specification of the object of expenditure, while a 
grant is a payment from a central to a local govern- 
ment for a specified purpose. 

The Public Roads Administration in its fiscal studies 
makes an interesting three-way distinction between 
shared taxes, state-administered local taxes, and sub- 
ventions. Shared taxes are “those taxes collected 


*’ Twentieth Century Fund, Inc., Facing The Tax Problem, 1937, 
p. 380. 

®U. S. Bureau of the Census, Financial Statistics of States: 1937 
o. Fa. 

Sidney Merlin, American Taxes Shared and Allocated—1938, 
Chicago: American Municipal Association and Federation of Tax 
Administrators, 1939, p. 9. These two figures are not, however, 
strictly comparable, first, because they are for different years and, 
second, because the latter report includes statistics for seven selected 
shared taxes only. 

1 Ibid, pp. 21-25. 

2 Pp. 39-40. 

13 Qhio Planning Survey, Financial Survey of Ohio, 1935-36 (Co- 
operative project of Public Roads Administration—formerly Bureau 
of Public Roads—and Ohio State Department of Highways), 1°55 
unpaged. Section I—Definitions. 
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by or under the supervision of a unit of government 
which shares in the amount collected and which dis- 
tributes the balance to its political subdivisions on 
the ratios of the amounts originating from within the 
respective subdivisions.” State-administered local 
taxes are “those taxes collected by the state and re- 
turned intact to the political subdivision wherein they 
originate.” Subventions are “amounts distributed by 
a unit of government to its political subdivisions 
wherein the amounts distributed bear no particular 
relationship to the amounts originating within the 


respective subdivisions.” 


State-Imposed v. State-Collected Taxes 

The reverse of the state-collected locally-shared tax 
is the locally-collected state-shared tax. Many states 
have such taxes, which are state-imposed or levied, 
but which the locality collects, retains part, and shares 
part with the state. Essentially, there is little distinc- 
tion between such 
a system and that 
‘collections- 
defined 
state-collected lo- 
cally-shared tax, 
where the state 
collects the tax 
and shares part 


of the‘ 
basis” 


standard definitions becomes 


with a minor civil division in proportion to the tax 
collected in it. The similarity between the two in- 
creases with the degree of supervision which the 
state exercises over the local administration of the 
tax. For example, some states have the motor vehicle 
license tax collected by the county treasurer, who 
retains the portion stipulated by the statute and 
remits the remainder to the state.’ A careful super- 
vision over the local administration of this tax is 
exercised by the state fiscal officers. 
to the state of amounts collected are required of the 


Periodic reports 


local authorities, and state officials are provided with 
other safeguards to insure that the state gets its proper 
share of the proceeds. The net effect is the same as in 
the case of the state-collected tax, for in each instance 
the state merely has the county treasurer serve as the 
agent of collection. In fact, in some cases the law 
actually provides that the local official shall act as the 
agent of the state to collect the tax.’® 

But if this line of reasoning be followed to its log- 
ical conclusion, all state-imposed taxes—even though 
locally retained in entirety—might be classified as 
shared taxes, for they are state-imposed or collected 
and all or part are shared with the localities. 


* See, for example, South Dakota (Chap. 170, Laws of 1939). 
© See Section 48-103, Idaho Code 1932. 


“To specialists in taxation, governmental officials, econo- tax. 
mists, and statisticians, the need for uniform terminology 


cannot be questioned. With the constant increase in the 
amounts and complexity of state-local aid, the demand for 


more and more imperative.”’ 
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Such a course is probably impracticable. The solu- 
tion seems to lie in drawing a line somewhere, prob- 
ably dependent, first, upon the amount of supervision 
which the state exercises over the tax and, second, 
upon whether or not the state receives a part, and 
hence is made a party to the transaction. Dr. Ruth 
Hutchinson included in her definition of the shared 
tax “those taxes, locally collected, over which the 
state has such close control that the state either 
checks the tax bills sent out, sends them out, or 
checks the receipts, even receiving the money and 
distributing it to local districts in some instances.” ' 


The Treasury Department, in its study of tax col- 
lections 1930-36, followed the rule that local govern- 
ments were regarded as sharing in a state-imposed tax 
“whenever a part of a yield of a specific tax was by 
statute allocated and returned to the localities for any 
purpose other than reimbursement of the cost of 

administering the 
917 

To the statisti- 
cian, a_ further 
problem is raised 
by the fact that 
many states do 
not keep records 
of the local shares 
of these locally-collected state-shared taxes, thus 
making adequate statistics of them often difficult, if 
not impossible, to obtain. 


Are Shared Taxes Revenues ? 


State aid is reflected in both the receipts ‘** and 
the disbursements 7® of the state. Where the specific- 
tax distinction between grants and shared taxes is 
used, only local shares may be identified in the re- 
ceipts, for grants enter the treasury of the state as 
part of the general revenues. Where the collections- 
basis definition is used, not only receipts from local 
shares but also those portions of specific taxes which 
are to be redistributed as grants (i.e., amounts which 
would be included as local shares under the specific- 
tax definition) may be distinguished in the state re- 
ceipts. In both cases, on the disbursement side, grants 
and local shares appear. 

Here is presented another problem—one of par- 
ticular interest to the student of state revenues and 
costs. Should the local shares collected by the state 





1 Ruth. G. Hutchinson, State Administered Locally-Shared Taxes, 
1932, p. 34. 

7 U. S. Treasury Department, Collections from Selected State- 
Imposed Taxes, 1930-1936, 1936, p. II-7. 

18 Receipts are all moneys received by the state, whereas revenues 
are increases in assets without corresponding increases in liabilities. 

12 Disbursements are all payments of cash by the state. Expendi- 
tures are payments for all purposes, including expenses, interest, 
capital outlay and debt retirement, but excluding such items as 
trust and agency transactions and purchase of investments. 
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be defined as state revenues? Should the payment 
of these shares by the state to its localities be included 
in the cost of state government? 

The importance of this question to state officials, 
government researchers, and the public may not be 
apparent on the surface. To state officers, particu- 
larly fiscal authorities, the question of whether local 
shares are revenue or non-revenue when received and 
costs *” or non-costs *' when disbursed is one of the 
factors determining the methods of treatment of these 
amounts in the financial documents of the state and 
in reports to the public. If local shares are accepted 
as non-revenues and non-costs, they will ordinarily 
be treated in a manner such as to distinguish them 
from state revenues and expenses; otherwise they 
will be included as part of them. 

The researcher’s interest in this question focuses 
on its relation to the determination of the true reve- 
nues and costs of state government. Per capita 
revenues and costs, despite their defects, still afford 
the best usable basis of comparison among states, 
other bases not lending themselves to widespread use 
because of the lack in many states of the available, 
uniform data necessary for their application. The 
inclusion of local shares will inflate both the per capita 
revenues and costs and is bound to affect their compa- 
rability. Thus, a state which is exceptionally generous 
in the sharing of taxes with its localities may find 
itself placed near the top in a ranking of per capita 
revenues and costs, even though part of the revenues 
were not retained for state purposes but were dis- 
tributed as local shares, while a less generous state may 
rank near the bottom, implying that it taxes the people 
only lightly. If local shares are excluded from the 
per capita figures, the results might be reversed. 

Nor is this solely a question for the official or 
researcher. As the ultimate target at which the re- 
ports of both state officials and researchers are aimed, 
the general public is also a party to this problem. For 
example, in reporting California tax collections shall 
the $16 million motor fuel taxes shared by the state 
with its local units be included in the report of state 
collections of this tax—making collections of $47 
million—or shall they be excluded 


tions of only $31 million? ** 


making collec- 


Until the issue is resolved one way or the other, 
the confusion attendant upon the interpretation of 
such reports of tax collections will not be conducive 
to their widespread understanding and popularity. 


*° Costs or cost payments, as defined by the Bureau of the Census. 
are similar to expenditures except that they do not include pay- 
ments for debt retirement. 


*1 Perhaps a more explicit term is ‘‘disbursements not chargeable 
as costs."’ 


= California State Controller, Biennial Report for the Fiscal Years 
1937 and 1938, p. 39, 300a. 








The Bureau of the Census and the National Com- 
mittee on Municipal Accounting define revenue as an 
increase in assets without a corresponding increase 
in liabilities.2* Applying this definition to state ac- 
counting, it appears that the local share of a state 
tax does not represent revenue of the state, for while 
its collection represents an increase in assets, it also 
represents a corresponding and equal increase in lia- 
bilities in the form of local shares payable to minor 
civil divisions. While this rule fits the specific-tax 
definition perfectly, it overlaps when applied to the 
collection-basis definition, because local shares, in- 
cluded in the specific-tax definition, but not included 
in the collection-basis definition, are also by the defini- 
tion not revenues and items of cost. 

On the other hand, the fact previously pointed out 
that local shares classified in accordance with the 
collections-basis definition may be looked upon as 
amounts collected in agency by the state for its minor 
civil divisions, reinforces the argument that these 
amounts are not revenues and costs, because agency 
transactions are not ordinarily revenue and expense 
transactions. In support of this stand, state officials some- 
times contend that local shares of state taxes are not state 
revenues because they are in reality local taxes collected 
within and for minor civil divisions by the state. 

Chatters and Tenner, in their recent volume J/uitic- 
ipal and Governmental Accounting, have this to say 
about the treatment of shared taxes in state accounting: 


“On the records of the state government, there is a differ- 
ence in the accounting procedure for state-collected locally- 
shared taxes and grants-in-aid. The former are accounted 
for through an agency fund, and the procedure is the same 
as for general property taxes collected [for other civil divi- 
sions]. On the other hand, grants-in-aid constitute an 
expenditure and must be appropriated for.” * 


A survey made of the methods of handling shared 
taxes ?° in state budgets and auditors’ reports seems 
to bear out this statement. The usual treatment is to 
designate them in a manner to distinguish them from 
revenues collected for state purposes. The Ohio 
budget presents them separately from the revenues 
in a special statment entitled “Distribution of Reve- 
nues to Taxing Districts”.2° The Indiana statistical 
report includes them as a separate classification under 
non-governmental payments entitled “Distributed to 
Local Government Units”.?’? The report of the Comp- 
troller General of South Carolina designates them as 
“Funds collected by state for cities and counties.” 

(Continued on page 650) 


*7U. S. Bureau of the Census, Instructions for Collection of Finca- 
cial Statistics of States, p. 3; National Committee on Municipal 
Accounting, Municipal Accounting Statements, 1936, p. 150. 

Pr. 235. 

2s Whether the collections-basis or specific-tax definition is used 
varies from state to state, although usually the latter, broad: 
definition is employed. 

*6 Ohio Governor, Executive Budget, 1939-40, p. 11. 

7 Indiana Division of Accounting and Statistics, Statistical Repor', 
1939, p. 8. 


*8 South Carolina Comptroller General, Report, 1938, p. 10. 
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Bad Debts and Section 3801 
A Proposal 


By CHARLES B. BAYLY, JR, and JOHN M. DICKSON** 


XISTING rulings and decisions “often permit 
taxpayers or the Commissioner to obtain a 
two-fold advantage by assuming in one year a 

position different from that taken in another year 
with respect to which the period of limitations has 
expired, so that adjustment of the tax liability for the 
earlier year is impossible. The sole purpose of the 
statute of limitations is to prevent the litigation of 
stale claims. Its use to obtain a two-fold advantage, 
whether by double deduction or double taxation, is 
not in keeping with its fundamental purpose’.’ To 
remedy this situation section 820 of the Revenue Act 
of 1938,2 now section 3801 of the Internal Revenue 
Code, was passed. 

As an example of the operation of this section, sup- 
pose that in 1935 the taxpayer erroneously takes $1000 
as a bad debt deduction. In 1939, after the statute of 
limitations prevents the Commissioner from asserting 
a deficiency based on this erroneous deduction in 1935, 
the taxpayer again deducts the $1000 as the same bad 
debt. The Commissioner asserts a deficiency on the 
ground that this item has been erroneously deducted 
in 1939, but the taxpayer’s contention that the debt 
has gone bad in 1939 is adopted by judicial or ad- 
ministrative determination. Since this position is in- 
consistent with the deduction of the debt in 1935, 
section 3801 (b) (2)* authorizes the Commissioner to 
assert a deficiency adjustment for 1935, based on the 
disallowance of the deduction for that year. 

Here successful inconsistency by the taxpayer would 
have led to the injustice of tax avoidance by a double 
deduction of the same item. But authorization of an 
adjustment results in true tax justice by placing the 
deduction in the year in which it should have been 
taken, 1939. Had the taxpayer remained consistent 
and not taken his deduction over again in 1939, rough 
tax justice would have been done in that the $1000 
bad debt deduction would have been taken once only, 


+ Authors’ Note.—We are grateful for and wish to acknowledge 
many helpful suggestions offered by Professors Erwin N. Griswold 
and John M. Maguire of the Harvard Law School and Mr. Stanley S. 
Surrey of the United States Treasury Department. 

Member of the Ohio Bar; Instructor, Ohio State University, Col- 
lege of Law. 
Member of the Minnesota Bar. 

‘Report of a Subcommittee of the Committee on Ways and 
Means on a Proposed Revision of the Revenue Laws, H. R. 75th 
Cong., 3d Sess. (1938) 54-55. 

* 352 Stat. 581 (1938). 

‘Int. Rev. Code Section 3801 (b) (2) (1939): Revenue Act of 1938, 
Section 820 (b) (2). 


even though in the wrong year, 1935. To the extent 
that those who would maintain inconsistent positions 
are dissuaded from so doing by the mere existence of 
the statute its purpose is accomplished, although it is 
not called upon to operate. 

Differences of opinion exist as to the ability of sec- 
tion 3801 to remedy these “two-fold advantage” abuses. 
We believe that this section should not immediately 
be repealed,* but should be tested by practice. To 
test fairly the substantive theory embodied in the 
statute its omissions and defects should be rem- 
edied:° it should be broadened up to the point 
where conflict with the policy against opening barred 
years makes further broadening undesirable. 

The most obvious omission from section 3801, the 
greatest source of irritation to taxpayers, is the failure 
to include a provision covering the disallowance of 
bad debts and other deductions.® Suppose that in 
1935 the taxpayer claims a $1000 bad debt deduction. 
The Commissioner erroneously disallows it on the 
ground that the debt is not yet bad. In 1939, after 
a refund for overpayments of taxes in 1935 is barred, 
the taxpayer again claims his $1000 bad debt deduc- 
tion and again the Commissioner disallows it. But this 
time the disallowance is on the ground that the debt 
has gone bad in 1935. The taxpayer has suffered a 
bad debt loss, but because of the Commissioner’s 
change of position does not get in either year the 
advantage of such deduction. , This is the case of a 
deduction disallowed for the determination year 
omitted from section 3801. For the purposes of this 
article the words “determination year” mean the 
year with respect to which the determination is made, 
not the year in which the actual decision is rendered. 
Thus, in the example given the determination year 
is 1939, the year in which the taxpayer again takes 
the deduction. If the deduction is not disallowed by 


4Contra: Advance Program of American Bar Association, 61st 
Annual Meeting (1938) 104. 

3 See the remarks of Mr. Randolph Paul in Proceedings of the 
Seventh Tax Clinic of the American Bar Association (1938) 16 Tax 
Magazine 663, 694. 

6 See Seidman, ‘‘The Revenue Act of 1938—Some Interpretative 
Problems” (1938) 16 Tax Magazine 387, 433; ‘‘Proceedings of the 
Seventh Tax Clinic of the American Bar Association’’ (1938) 16 
Tax Magazine 663, 664; Kent, ‘‘Mitigation of the Statute of Limita- 
tions in Federal Tax Cases’’ (1939) 27 Calif. L. Rev. 109, 115-117, 
150; Maguire, Surrey & Traynor, ‘‘Section 820 of the Revenue Act 
of 1938"’ (1939) 48 Yale L. J. 719, 757-759. Paul and Mertens, Law of 
Federal Income Taxation, Section 11A.08A (1939 Cum, Supp.). 
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the Commissioner until 1941, while 1941 is the year 
when the determination is actually made, it is NOT 
the “determination year.” 

The drafters felt that inclusion of this situation 
of deduction disallowed for the determination year 
would permit abuse of the policy be- 
hind the various statutory bars. Abuse 
would exist in the above bad debt 
case, if the taxpayer in 1935 simply 
fails to claim the deduction, as dis- 
tinguished from the Commissioner’s 
active disallowance of it. The tax- 
payer then realizes that he has over- 
paid his 1935 tax, but is unable to 
obtain a refund because of a statu- 
tory bar precluding correction for 
that year. Knowing that he is not 
now and never will be entitled to 
take this deduction, nevertheless he 
is in a position, if section 3801 ap- 
plies to this situation, to take such 
deduction in any later year he chooses 
—say 1939. 
does not discover the error, the tax- 
payer would have received its benefit 
in the wrong year. If the Com- 


If the Commissioner 


missioner does discover it and successfully main- 
tains a deficiency claim, the taxpayer would secure 
a refund based on the failure to take the deduction 
in the correct earlier year, 1935. In either event 
the taxpayer would secure the deduction. He would 
be inviting a deficiency by actively forcing the Com- 
missioner into the inconsistent position of disallow- 
ing the deduction in 1939 being allowable only in 
1935. This manufacturing of a deduction, for the pur- 
pose of our article, is described as having been carried 
out in “bad faith”. Inclusion of this situation in sec- 
tion 3801 would result in a conflict with the policy 
behind the statutory bars preventing the correction 
of errors in closed tax years. However, to round out 
the three situations now included in section 3801, 
and to make the statute more effective by increasing 
the number of times it will operate, a provision should 
be drafted to include the case of a deduction dis- 
allowed for the determination year, if designed in 
such a way as to avoid the abuse discussed above.‘ 
Such a provision should adopt the theory of the 
present section 3801. This theory seems to be that, 
when either the taxpayer or the Commissioner is try- 
ing to gain a double tax advantage at the expense of 
the other by use of the statute of limitations or other 
statutory bars, and further, when such person is the 


7A limited solution to the bad debt and other deduction dis- 
allowed situations exists in Section 801 of the Revenue Act of 
1938, amending Section 606 (a), Revenue Act of 1928, and permit- 
ting a closing agreement to relate to a taxable year not yet barred. 
See ‘‘Proceedings of the Seventh Tax Clinic of the American Bar 
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one actively to initiate the question of taxability or 
deductibility of the item, then the reason behind the 
statutory policy setting at rest stale tax claims ceases, 
Instead, a policy takes its place in favor of correc- 
tion of the tax liability of the one at whose expense 
the double tax advantage is sought. 
In addition, such a policy discourages 
the seeking of this double advantage. 
More specifically, in order to find 
that this policy of section 3801 exists 
in a particular case, the one against 
whom the statutory or other bar is 
to be removed must be found to be 
the active initiator of a theory of 
taxation of the item in question in- 
consistent with the past treatment of 
that item in an earlier year, correc- 
tion of which is now barred. [ut 
if the one in whose favor the tax ad- 
justment is to operate is able himseli 
to force the other side to take a posi- 
tion inconsistent with the tax results 
of the prior year, such a policy of 
adjustment is not present. Instead, 
the one of setting at rest stale tax 
claims is violated. The chance that 
initiator would not be the active 
initiator prevented the inclusion of the general de 
duction disallowed situation in the present statute. 
Thus, if the taxpayer has failed to take a de- 
duction in 1935, he can take it in 1939, knowing 
full well that it should have been taken in 1935 
He thereby invites a deficiency assessment. When 
the Commissioner wins, if adjustment were permitted, 
the active initiator of the proceeding—the taxpayer 
would be the one to obtain the benefits of the statute 
by a refund adjustment. 


the apparent 


Here the Commissioner in 
asserting a claim of a deficiency by disallowing such a 
deduction is the apparent initiator of a position incon- 
sistent with the tax results of 1935. But he is not the 
active initiator; the taxpayer who invited the de 
ficiency by manufacturing a deduction is. Since the 
policy of section 3801 is not here involved and the 
policy behind the statute of limitations is, no statu- 
tory adjustment is permitted. To fit a case of adjust- 
ment within the policy of section 3801 there must be 
assurance that the one against whom the adjustmen! 
will operate to open an otherwise closed year is the 
active initiator of an attempt to take advantage of 
the statutory bar. In general the present statute carries 
with it such assurance. The problem of drafting new 
sections is to maintain the integrity of such assurance. 


Association’’ (1938) 16 Tax Magazine 663, 692; Maguire, Surrey and 
Traynor, ‘‘Section 820 of the Revenue Act of 1938’ (1939) 48 Yale 
L. J. 719, 759, and n. 156; Seidman, ‘‘Section 820 of the Revenue 
Act of 1938"’ (1939) 17 Tax Magazine 341, 342 
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In the abuse case where in 1935 the taxpayer has 
erroneously failed to claim his deduction and is seek- 
ing indirectly by means of an amended section 3801 
to open the prior closed year, 1935, the motivation for 
his action is the prospect that by manufacturing a 
deduction and inviting a deficiency he will secure a 
refund adjustment. The Commissioner here is not the 
active initiator of the inconsistent position. In taking 
a deduction which he knows is not due him the tax- 
payer acts in bad faith. But if he reasonably believes 
that the deduction is to be taken in 1939 rather than 
1935, his good faith prevents abuse of any policy 
against correction of the error in 1935 because the 
subsequent, asserted deficiency is not “invited”. If 
the deficiency is asserted, the Commissioner is the 
active initiator of inconsistency with the prior tax re- 
sults. This leads to the conclusion that all cases where 
the taxpayer acts in good faith should be included in 
a redraft of section 3801. But to require specific find- 
ings of subjective good faith before authorizing a 
refund adjustment would be impractical.* Such a 
standard would hamper the free flow of revenues and 
the smooth administration of tax laws. Since subjec- 
tive good faith can be proved only by inference from 
objective manifestations thereof, adoption of such a 
standard would in many cases force the deciding 
authority to choose between diametrically opposed 
inferences from evidence pointing equally to a con- 
clusion of both good and bad faith. 
Nowhere is it truer than in tax law 
that indefinite rules of equity are out 
of place where certainty is desired. 

But objective requirements can be 
devised which, if met, certify the 
taxpayer’s good faith in the vast ma- 
jority of cases. The taxpayer’s mere 
assertion that he has had reasonable 
grounds to believe that the deduction 
should be taken in the determination 
year, 1939, is insufficient evidence to 
prove that he is not abusing the stat- 
ute authorizing corrective refund ad- 
justment. But, if he can prove that 
his conduct in taking the deduction 
in 1939 is consistent with some ex- 
ternally manifested standard, easily 
demonstrated, from which in the 
great majority of cases his actual good 
faith may be assured, then the deter- 
mining authority can find that his case comes within 
the policy behind section 3801. Meeting this statutory 
standard, the taxpayer for the purposes of section 3801 
can be said to have proved subjective good faith. His 


8 Cf. Note (1938) 52 Harv. L. Rev. 300, 304; See Maguire, Surrey 
and Traynor, ‘‘Section 820 of the Revenue Act of 1938’’ (1939) 48 
Yale L. J. 719, 758, n. 154. 
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conduct would seem to be reasonable if he can demon- 
strate his compliance with the position of some other 
person or group of persons, especially those in au- 
thority, who should know, how correctly to treat this 
deduction. If in failing to deduct the item in 1935 
and in deducting it in 1939 he were attempting to 
follow the mandates of the courts, the Board of Tax 
Appeals, or the Commissioner, the only official authori- 
ties to whom the taxpayer can look for guidance in 
his tax difficulties, and were acting consistently with 
their indications of the proper treatment of the item 
in question, then his subjective good faith can be 
assumed and a corrective refund authorized. If the 
Commissioner has manifested a position as to the 
proper year in which to take the deduction and the 
taxpayer can show that his taking the deduction in 
1939 is in accord with such manifestation, the prob- 
abilities are that the taxpayer has acted in actual, 
subjective good faith. The problem then becomes 
one of drafting statutory requirements embodying this 
standard, which the taxpayer must meet to obtain 
a refund adjustment. 

Although this theory is based on the supposition 
that the taxpayer can demonstrate that his taking the 
deduction in 1939 is actually a bona fide attempt to 
follow out the mandates of the Commissioner’s 1935 
disallowance as to when the deduction should in fact 
be taken, yet to require a finding based on conflicting 
evidence of a substantial or reason- 
able compliance with the Commis- 
sioners’ prior disallowance would 
import into the redraft a requirement 
of almost the same subjective ele- 
ments of good faith as it is our pur- 
pose to exclude. Consequently, the 
conclusion of substantial compliance 
therewith must be found from the 
finding of two easily demonstrable 
facts: The Commissioner’s disallow- 
ance indicating that the deduction is 
to be taken in a later year; and the 
taking of such deduction in a later 
year, which is the basis for the as- 
serted deficiency upon which the 
determination is made. And such 
conclusive finding, based on proba- 
bilities, will rest on actual fact in the 
great majority of cases. In other 
words, the factor of the Commis- 
sioner’s prior erroneous disallowance of the deduction 
with an indication that it is to be taken, if at all, in 
the future is sufficient to bring this case within the 
policy of section 3801 and at the same time to exclude 
therefrom the case of mere failure to take a deduction. 

If good faith can be assumed from a finding of 
such statutory requirements, then the scope of litiga- 
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tion as to the facts in each case will not only be reduced, 
but the good faith question positively answered. The 
difficulties of close cases will no longer exist. Al- 
though tax administration is simplified, yet it may be 
objected that such simplification will fail to exclude 
from the operation of section 3801 cases where the 
taxpayer is actually abusing its benefits. To this 
objection two answers may be made. 


[‘ THE first place, since expedient administration of 

the tax laws precludes the ascertainment by equitable 
principles of exact tax justice in each case, more or 
less arbitrary lines must be drawn. Just where the 
line should be drawn is subject to differences of 
opinion. These differences arise because of the dis- 
similarity of views regarding the relative strength of 
che two conflicting policies: on the one hand, the cor- 
rection of tax injustices resulting from an inconsistent 
position of one party to the controversy, and on the 
other hand, the necessity to set at rest tax contro- 
versies of bygone years. 

In the second place, the fact that a few cases of 
abuse may fall within the scope of a broadened cor- 
rective adjustment provision is not a sufficiently 
strong reason to deny adjustment in the great ma- 
jority of cases where it is clear that adjustment should 
be authorized. This is the “penumbra” theory, the 
theory upon which the present statute is drawn.*® 
Thus, suppose that in 1935 the taxpayer erroneously 
includes in his gross income an item of salary. After 
a suit for refund for that year is barred, he realizes 
that the item should be included in the current year, 
1939. But he fails to report the item, hoping either 
that the Commissioner will fail to notice its omission 
or that upon a successful suit for a deficiency in 1939, 
based upon his failure to include the item then, a re- 
fund adjustment under section 3801 (b) (1) will be 
obtained. Here the Commissioner has manifested no 
position to the taxpayer in 1935 relative to that item 
of salary. Furthermore, the 1939 exclusion from gross 
income would seem to invite a deficiency just as much 
as the taking of an erroneous deduction.’® The only 
difference seems to lie in the greater probability that 
the Commissioner will not discover the error in the 
(b) (1) case, for, while the error in the deduction 
appears on the face of the return, a failure to include 
an item in gross income does not. The taxpayer 
seems to be equally in bad faith whether he fails to 
report an item of income knowing that it should be 
reported or whether he takes a deduction knowing 
that it should not be taken. In both cases he is invit- 
ing a deficiency. If the Commissioner successfully 
were to maintain such a deficiency and if each case 
were included under section 3801, adjustment would 


* See Mr. Justice Holmes, in Schlesinger v. Wisconsin, 270 U. S. 
>30, 241 (1926). 
' Note (1938) 52 Harv. L. Rev. 300, 304. 
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follow as a matter of law. But inclusion of the (b) (1) 
situation—the failure to report the item of income in 
the year in which it should be reported—in section 
3801, while exclusion of the deduction disallowed case. 
as is done in the present statute, may be differen- 
tiated on practical grounds: in the (b) (1) case the 
taxpayer cannot so easily invite a deficiency, the year 
of the imposition of which is in the sole control of 
the Commissioner. 


The argument has been made that no abuse is pos- 
sible in (b) (1) because the Commissioner, upon 
realizing that a corrective refund adjustment for 
1935 would result in a net gain upon the whole trans- 
action to the taxpayer, need not assert a deficiency 
for 1939.1 Likewise, in the similar situation of fail- 
ure to deduct in 1935 a bad debt with subsequent dis- 
allowance of the item in 1939 where the taxpayer 
is equally in bad faith in taking such deduction, the 
Commissioner need not assert a deficiency. But if the 
net result of the refund adjustment were a gain to 
the Commissioner, in either case he would assert one. 
Here a taxpayer who acts in bad faith receives the 
benefits of section 3801 (b) (1). That this and other 
occasional cases where the taxpayer has so acted fall 
within (b) (1) was not thought to be a sufficientl) 
strong reason to exclude that subsection from the 
statute. Similarly, the inclusion of a few cases of 
abuse in the proposed redraft should not prevent its 
enactment. Consideration of the operation of the 
ensuing amendment should demonstrate that abuse 
cases included are actually few and far between. 

Sec. 3801 (b) Circumstances of Adjustment. 
When a determination under the income tax laws- 

(X) Disallows a deduction or credit— 

(A) which was erroneously disallowed, as not yet 
allowable, to the taxpayer for another taxable 
year or to a related taxpayer, 

Suppose that the taxpayer claims a bad debt deduc- 
tion in his 1935 return and the Commissioner by a 
deficiency notice disallows this deduction on the 
ground that it is not yet deductible. The taxpayer. 
accepting the Commissioner’s ruling, then pays an 
additional tax for 1935. In 1939, he again claims the 
deduction, believing that in view of the Commis- 
sioner’s 1935 disallowance 1939 is the proper year in 
which to take it. If the Commissioner successfully 
maintains a deficiency for 1939 on the ground that 
the item was deductible in 1935, a year now closed 
by the statute of limitations, under (b) (X) (A) a 
corrective adjustment for 1935 by way of refund will 
be made. The taxpayer gets his bad debt deduction 





See Maguire, Surrey and Traynor, ‘‘Section 820 of the Revenut 
Act of 1938’’ (1939) 48 Yale L. J. 719, 739, n. 102. P. 740 points out 
an instance under b (2) where abuse might arise in so far as the 
Commissioner acts in bad faith by asserting an unfounded de 
ficiency. 
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in the proper year. Here every reason inherent in the 
present section 3801 for removing the statutory bar 
exists. The Commissioner, having taken a position 
in 1935, is in 1939 by taking an actively inconsistent 
position therewith attempting to deprive the tax- 
payer altogether of his bad debt deduction. It is the 
Commissioner who is trying to gain a double tax 
advantage by relying on the statute of limitations. 
Furthermore, by showing the Commissioner’s erro- 
neous disallowance the taxpayer has met the statutory 
standard, the existence of which in the great majority 
of cases will be concurrent with his own actual good 
faith. 

In the other subsections of section 3801 neither 
party is required to take a prior position compared 
to which his subsequent position, successfully main- 
tained in the determination, is inconsistent. Incon- 
sistency with the tax results of the earlier, erroneously 
treated tax year is all that is needed. But in the de- 
duction disallowed case, as here drafted, to guarantee 
that the taxpayer is not abusing the various statutory 
bars, a prior position of the Commissioner must be 
found with respect to which the taxpayer’s action in 
taking the deduction in the determination year har- 
monizes. Since the taxpayer in the earlier year has 
complied with the Commissioner’s disallowance of the 
deduction, the tax results of that earlier year will 
necessarily be the same as the position the Commis- 
sioner then took. The Commissioner’s later incon- 
sistency with these tax results and with his own prior 
position as to the deductibility of the item demon- 
strates that he is the active initiator of the incon- 
sistency, and thus clearly brings the case within the 
policy of section 3801. But the Commissioner’s in- 
consistency with his own prior position is merely a 
by-product of the requirements of the redraft de- 
signed to demonstrate the taxpayer’s good faith, since 
a showing of the Commissioner’s inconsistency with 
the tax results of the error year will of necessity show 
inconsistency with his own prior position. 


HE words “as not yet allowable” require that the 

disallowance of the deduction be based on the theory 
that it is to be taken in some future year. If the dis- 
allowance is based on the theory that the item should 
have been deducted in some earlier year, then the tax- 
payer cannot possibly later take such deduction in com- 
pliance with such disallowance. Thus, suppose that in 
1935 the Commissioner erroneously disallows the de- 
duction of a bad debt on the grounds that it went 
bad in 1932. But the taxpayer, disregarding such 
ruling, takes the deduction in any subsequent year he 
chooses—assume 1939. If the word “disallowed” were 
not qualified with the words “as not yet allowable”, 
the taxpayer would be entitled to a refund adjustment 
for 1935 under (b) (X) (A). But this is a clear case 
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of abuse because the taxpayer takes the 1939 deduc- 
tion utterly disregarding the Commissioner’s ruling. 
From the single fact of the 1935 erroneous disallow- 
ance his good faith cannot be conclusively presumed. 
Thus, these limiting words are necessary to exclude 
this case from the redraft. 

Although in 1935 the Commissioner cannot tell 
the taxpayer exactly in what future year the deduc- 
tion should be taken, yet the taxpayer ordinarily will 
be acting in good faith in trying to follow the indi- 
cations that the Commissioner has given as to when 
the deduction should be taken. But suppose that, 
when the taxpayer receives notice of disallowance of 
his 1935 deduction, he realizes that the Commissioner 
has made an error. Because taking the bad debt 
deduction in 1935 would have reduced his tax but 
little, he prefers to wait until some subsequent year 
—such as 1939—when, his income being in the high 
brackets, the use of the deduction will mean more 
to him. That the taxpayer is abusing (b) (X) (A) 
is undoubted, for he knows that he is taking the 
deduction in a year in which the debt did not go bad. 
If the Commissioner does not discover the error, the 
taxpayer receives the benefit of the deduction in 1939; 
if the Commissioner discovers the error, a corrective 
refund adjustment for 1935 will be made. Thus the 
taxpayer would have everything to gain and nothing 
to lose by his claiming a manufactured deduction. 
But the case where the taxpayer can be certain that 
the Commissioner’s 1935 disallowance of the deduc- 
tion is erroneous is rare indeed. Furthermore, the tax- 
payer who is certain that the Commissioner is wrong 
will tend to litigate the question in 1935 to avoid con- 
tingencies of the future which may prevent his ever 
using the deduction. Even though he would like to 
postpone the 1935 deductien to a future larger income 
year, the probabilities are that, pressed for funds in 
1935, he will prefer then a smaller reduction of his 
income tax to a larger reduction in the future. A 
small bird in the hand is worth an ostrich in the bush. 
Of course, this would not be true if his income were 
so low in 1935 that taking the deduction then would 
not pay the costs of litigation, and a fortiori if his 
income were so low that taking the deduction would 
make no difference at all in his income tax liability. 
Balanced against the probabilities of the taxpayer’s 
litigating is the fact that if he does wait until 1939, a 
refund adjustment for 1935 will net him 6% interest. 
However, since the number of times this rare, but 
possible, abuse will actually occur is further reduced 
by a tendency to litigate the question in the earlier 
year, by the penumbra theory inclusion of this case 





1a Int. Rev. Code Section 3771 (a) (1939); Revenue Act of 1928. 
Section 614 (a). 
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should not prevent the enactment of a desirable 


amendment authorizing adjustment in the great ma- 
jority of cases. 


SECOND abuse arises when the taxpayer’s realiza- 

tion that the Commissioner’s disallowance was erro- 
neous comes at a time when refund for 1935 is barred. 
The taxpayer then has just as wide an arbitrary 
choice of subsequent years in which to take the same 
deduction. He can invite the Commissioner to assert 
a deficiency, just as he could in the preceding abuse 
case. But here again, it is the unusual situation for 
the taxpayer to be sure that the Commissioner is 
wrong. And here again the factor of the Commis- 
sioner’s earlier disallowance on the ground that the 
deduction is properly to be taken in some later year, 
such as 1939, increases the probability that the deduc- 
tion taken then is not manufactured. The prior dis- 
allowance in 1935 renders the Commissioner himself 
actively inconsistent, regardless of the exact mental 
state of the taxpayer. He has reversed his prior rul- 
ing and now successfully imposes a deficiency. Again 
the penumbra theory seems to justify the inclusion 
of this relatively rare case. 

The third case of abuse under the proposed amend 
ment would arise when the Commissioner disallows 
the deduction in 1935 and in his ruling indicates upon 
what specific future events the bad debt deduction 
will be allowable. Although these events occur in 
1939, the taxpayer does not then take the deduction. 
Realizing that in order to be in accord with the Com 
missioner’s 1935 ruling he should have taken the de- 
duction in 1939, but unable to correct the 1939 tax 
error because refund suits are now barred, the tax- 
payer can in bad faith take the deduction in any 
subsequent year he chooses. Suppose that he chooses 
1945, because he has an exceptionally large income 
in that year. If the Commissioner discovers the 1945 
deduction error and asserts a deficiency on the ground 
that the item should have been deducted in 1935 in 
stead of 1939, he is inconsistent with the tax results 
of 1935. 
then point to the Commissioner’s 1935 ruling to gain 
a refund adjustment for 1935 under (b) (X) (A). In 
taking the deduction in 1945, knowing full well that 
he is not entitled to it, the taxpayer is inviting the 


Pleasantly surprised,’ the taxpayer can 


Commissioner to assert a deficiency relying on the 
theory that the item should already have been de 


ducted. Every reason of policy excluding the general 

2 The pleasant surprise results from the non-fulfillment of the 
taxpayer’s expectation that the assertion of the deficiency would 
be on the ground that the item was deductible in 1939 according 
to the Commissioner’s 1935 ruling. If such had been the case, 
no refund adjustment for 1939 would have been authorized under 
the redraft because then there was no ‘‘disallowance’’ of the item 
in that year. But when the Commissioner asserts a deficiency on 
the ground that the item was deductible in 1935 and hence not 
deductible in 1945, he is being inconsistent with his ruling of 1935 
and with the tax results of that year. Hence, the taxpayer can 
obtain a refund under (b) (X) (A). 








deduction disallowed case from corrective adjustment 
seems to exclude this case from section 3801. But 
again the penumbra theory comes to the rescue, for 
the cases where the taxpayer will be acting in actual 
subjective bad faith are relatively few. In the first 
place, the ruling in 1935 indicating upon what specific 
events the deduction may be taken will often be so 
general that it will seldom be absolutely clear that the 
1945 deduction is not in accordance with the prior 
disallowance. And secondly, the facts as to when the 
events did take place may be seriously disputed, fur- 
ther reducing the possibility that the taxpayer was in 
subjective bad faith. 


If the application of (b) (X) (A) is made to depend 
on whether the taxpayer can square his conduct 
in taking the bad debt deduction in 1939 with the 
prior disallowance of the deduction by the Commis- 
sioner in 1935, the manner and extent of such dis- 
allowance must be carefully limited. In so far as 
“disallowed” is a word of art, restricted to the case 
of assertion of a deficiency and a rejection of a refund 
claim, it may prove to be too narrow. Since the pres- 
ent subsections (b) (2) and (4) speak of allowances 
and disallowances, the latter is chosen for the pro- 
posed redraft. Nevertheless, the Regulations should 
be able to include the following situations as disal- 


lowances in the prior year within the meaning of the 
statute: 


1. A disallowance by the Commissioner in the form of a 
deficiency notice based upon the erroneous deduction of the 
item in an original or amended return. The taxpayer must 
acquiesce by paying the additional tax due because of the 
disallowance of such deduction. If the taxpayer contests 
this deficiency, and loses, either in the Board of Tax Appeals 
or in a court, res judicata” will preclude the operation of 
section 3801 in a later year, for the law of this case is that the 
earlier year is not the correct year in which to take the deduc- 
tion. Hence, no error would here exist. The disallowance is 
correct. 

2. A disallowance by the Commissioner in the form of a 
denial of refund claim, filed by the taxpayer and based upon 
overpayment of the tax by failure to take the deduction. 

3. A disallowance by the Commissioner in the form of a 
notice of an erroneous refund. This is based on a voluntary 
refund by the Commissioner to the taxpayer of an overpay- 
ment in the error year caused by what is then correctly, but 
temporarily thought to be an erroneous failure to take the 
deduction. The Commissioner later decides that such refund 
is in error. Since the taxpayer by this voluntary refund has 
received the benefit of the deduction in the earlier year, the 
effective error by which he is made to overpay his tax comes 
in the year for which the erroneous refund claim is brought. 

4. A disallowance by the Commissioner in the form of a1 
authoritative ruling sought by the taxpayer. This ruling ma) 
come prior to the undertaking of the transaction out of which 
the deduction is to arise or subsequent thereto. It may come 
before the filing of the return or even after the return is filed, 
whether or not the taxpayer has claimed the deduction therein 
The extent to which Treasury subordinates are able to bind 
the Commissioner by such rulings of disallowance is estab- 
lished by routine procedure in the Bureau, but should be 


‘3 See Griswold, ‘‘Res Judicata in Federal Tax Cases’’ (1937) 46 
Yale L. J. 1320, 1326-1340. 








Oc 


cle 
cor 
by 

the 
me 


lit 


\\ 





October, 1940 





clearly stated in the Regulations. The same policy authorizing 
corrective adjustment in the case where the disallowance is 
by way of a deficiency justifies corrective adjustment where 
the disallowance is by way of any of the other enumerated 
methods. 


A disallowance by the Commissioner in the form 
of a regulation applicable to the situation facing the 
taxpayer or printed instructions accompanying the 
tax return, as distinguished from an express ruling, 
should not be a disallowance within the meaning of 
the redraft. A disallowance connotes specific action 
by the Commissioner relative to the taxpayer’s actual 
situation, not the taxpayer’s action in accordance with 
a general regulation or instruction. Furthermore, it 
would probably be difficult to find a particular case 
so clearly covered by such Regulations and instruc- 
tions as to preclude all doubt as to the non-deductibil- 
ity of the item. Then taxpayers, insisting on an 
interpretation of such Regulations or instructions 
favorable to their theory of non-deductibility in the 
earlier year, to secure a refund adjustment will cause 
litigation. The aim of the redraft is to reduce 
litigation. 

Sec. 3801 (b) Circumstances of Adjustment.- 
When a determination under the income tax laws— 

(X) Disallows a deduction or credit— 

(B) with respect to which refund or credit was 
made and which was erroneously not taken 
by the taxpayer for another taxable year or by 
a related taxpayer, 

Suppose that the taxpayer merely fails to claim his 
bad debt deduction in 1935. The Commissioner, 
knowing nothing about this item of deduction, takes 
no stand on the question of its deductibility. In 1939, 
the taxpayer either invites a deficiency by taking the 
deduction to which he knows he is not entitled, or 
claims a refund on the ground that the item is then 
deductible. In either case, when the Commissioner’s 
position that the item was deductible in 1935 is 
adopted in the determination, a corrective refund ad- 
justment would not be authorized under (b) (X). 
This is the clearest case of abuse by the taxpayer. 


ld if the determination comes up by way of the 
Commissioner’s claim for an erroneous refund, ad- 
justment should be authorized. Suppose that in 1939 
the taxpayer again fails to take his bad debt deduc- 
tion. The Commissioner, either of his own motion or 
stimulated by a refund claim, refunds or credits the 
taxpayer the amount of the overpayment of the 1939 
tax based upon the allowance of the bad debt deduc- 
tion for that year. The Commissioner’s action demon- 
strates that the taxpayer’s theory, that the deduction 
Was not to be taken in 1935, but in some subsequent 
vear, has a reasonable basis. Then the Commissioner, 
discovering that the allowance of the deduction in 
1939 has been in error, after 1935 is closed, asserts 
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a claim to recover an erroneous refund on the ground 
that the bad debt deduction should not have been 
taken in 1939, but only in 1935. Here the taxpayer 
is not able indirectly to seek a refund for the closed 
year of 1935 by prodding the Commissioner into an 
inconsistent position. It is the Commissioner him- 
self who makes the first move by seeking to recover 
the erroneous refund. This position is inconsistent 
with his prior allowance of the bad debt deduction 
in 1939. The determination year in this case need 
not necessarily be 1939, the year for which the Com- 
missioner erroneously has allowed the deduction. 
The determination year is the one in which the Com- 
missioner refunds the supposed overpayment and may 
be subsequent to 1939, 


Suppose that, when the Commissioner by his re- 
fund allows the bad debt deduction in 1939, a refund 
claim by the taxpayer for 1935 is not yet barred. Ac- 
cepting and relying on this refund for 1939, the tax- 
payer does not claim the deduction for 1935. If a 
refund for 1935 is barred when the Commissioner 
successfully maintains a suit for an erroneous refund, 
all the elements of estoppel against the Commissioner 
in favor of the taxpayer exist. But, even if at the 
time when the Commissioner allows the deduction for 
1939, a refund suit for 1935 is barred so that the tax- 
payer cannot be said to have relied and been lulled 
into security by the Commissioner’s action, still sec- 
tion 3801 should authorize a refund adjustment for 
1935. Section 3801 does not enact the requirements 
of estoppel..* Neither does (b) (X) (B). In both 
the above cases the Commissioner is equally actively 
inconsistent with the tax result of 1935 in asserting 
a claim to recover an erroneous refund given for 1939 
on the theory that 1935 was the proper year for the 
deduction. Situations of double taxation or double 
avoidance may arise when neither party is at fault. 
Section 3801 is designed to remedy these as well as 
some situations where fault exists. Furthermore it 
would seem to be immaterial whether the Commis- 
sioner asserts his first position as to the deductibility 
of the item in question in 1935 or 1939. His position 
in the erroneous refund suit—non-deductibility in 
1939—later upheld in the determination, is inconsist- 
ent with that first position—deductibility in 1939— 
and the tax result of 1935.15 This is all that the stat- 
ute requires. 


UPPOSE that in 1933 the Commissioner disallows 
\J the bad debt deduction in the manner prescribed in 
(b) (X) (A). This ruling indicates that on the oc- 


144Cf, Legis. (1939) 39 Col, L. Rev. 460, 478-479. Although cases 
under (b) (X) (B) and (C) may be less frequent, inclusion of 
these subsections rounds out the statute. 

1% See Maguire, Surrey and Traynor, op. cit. p. 719, 735. To 
reach within the meaning of Sec. 3801 (a) (1) a ‘‘determination”’ 
of a claim for recovery of an erroneous refund litigation would be 
required. 
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currence of specific events the item will become 
deductible. These,events occur in 1935, but the tax- 
payer negligently fails to take the deduction then. 
After refund suits for 1935 are barred, in bad faith 
he takes the deduction in 1939. Upon the successful 
assertion of a deficiency by the Commissioner for 1939 
on the ground that the item was deductible in 1935 
the taxpayer seeks a corrective refund adjustment 
either under (b) (X) (A) or (b) (X) (B). He can 
not get a refund adjustment under (b) (X) (A) be- 
cause the disallowance in 1933 was not erroneous, but 
was correct. Nor is (b) (X) (B) applicable, for 
while there was a mere failure to take a deduction 
in 1935, this determination does not come up by way 
of claim for an erroneous refund. 

Sec. 3801 (b) Circumstances of Adjustment.— 
When a determination under the income tax laws— 

(X) Disallows a deduction or credit— 

(C) which was erroneously not taken by the tax- 
payer for another taxable year or by a related 
taxpayer, if before or after the taking of such de- 
duction or credit the Commissioner erroneously 
expressly allowed such deduction or credit; .. . 

Suppose that in 1935 the taxpayer merely fails to 
take his bad debt deduction. In 1939, however, either 
before or after filing his tax return, he secures from 
the Commissioner a ruling that the item is deductible 
in that year, 1939. Later the Commissioner success- 
fully asserts a deficiency for 1939 on the ground that 
the item is deductible not in 1939, but in 1935. A 
corrective refund adjustment based on the failure to 
take the bad debt deduction in 1935 should be author- 
ized. The good faith of the taxpayer and the reason- 
ableness of his position in taking the deduction in 
1939 is demonstrated when he shows that taking the 
deduction is in accord with the express ruling of the 
Commissioner. The Commissioner’s stand is that 
external test against which the good faith of the tax- 
payer is measured, but his active inconsistency is still 
with respect to the tax result of 1935 in that he now 
claims the item was deductible only in that year. 

This test, the Statutory requirement of (b) (X) (C), 
is similar to that of (b) (X) (A) except for the fact 
that the Commissioner’s first position, as to which he 
later becomes inconsistent in the determination, is 
manifested in 1939 instead of in 1935. Here again the 
Commissioner is the one who is actively inconsistent. 
This former position is that of allowance; his later 
position is that of disallowance. Here again the tax- 
payer cannot be charged with arbitrarily taking a 
deduction in 1939 just to invite a deficiency, for his 
conduct has been in accordance with the Commis- 
sioner’s first view as to the deductibility of the item. 
As in (b) (X) (B), the Commissioner has made the 
first move. Since the conduct of the taxpaver in tak- 
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ing the deduction, specifically allowed in 1939, cannot 
be questioned, cases of abuse similar to those dis 
cussed under (b) (X) (A) cannot here arise. That 
the Commissioner is inconsistent not with a position 
taken in 1935, but with a position taken first in 1939, 
as in (b) (X) (B), is immaterial. His active incon- 
sistency is manifested and its conflict with the tax re 
sults of 1935 is the vital factor. 

Some abuse can be prevented by the words “ex 
pressly allowed.” The Treasury’s Rules and Regula- 
tions should be able to indicate that the Commissioner’s 
passive acquiescence as distinguished from his active 
approval of the taxpayer’s 1939 bad debt deduction 
cannot be construed to be an allowance of such deduc 
tion within the meaning of (b) (X) (C). Inclusion 
of the word “expressly” precludes such a construc- 
tion. Among the methods of allowance which the 
Regulations should be able to include are rulings re- 
quested by the taxpayer allowing the deduction, 
whether rendered before or after the filing of the tax 
return. They need not include an allowance of the 
deduction in a refund claim because the subsequent 
disallowance will arise by way of notice of an erro- 
neous refund—a case covered by (b) (X) (B). Here 
again the Regulations should be able to limit the 
scope of the authority of Treasury subordinates to 
make such rulings binding on the Commissioner. 


NE objection to the inclusion in section 3801 of 

(b) (X), the deduction disallowed adjustment, is 

that here, as contrasted with most of the other cases now 
included in section 3801, the determination in disallow- 
ing the deduction need not indicate when such deduc- 
tion should have been taken.*® It merely says that the 
item is not deductible in the year in question—1939. 
If the item is not yet deductible in the determination 
year, no error exists for section 3801 to correct. But 
this objection is equally extant in the present (b) (3), 
although it cannot be made against the (b) (1) and 
(2) cases. The scope of the determination under 
(b) (1) and (2) does not need to be as broad as that 
under (b) (3) and (X) in order to allow the adjust 
ment provisions of section 3801 to operate. In the 
(b) (1) situation the taxpayer reports an item of in- 
come in 1935. In 1939 the Commissioner a:serts a 
deficiency for failure to report the same item of in- 
come. The taxpayer argues merely that the item is 
not includible in 1939. The Commissioner argues that 
it is includible in 1939 and wins. Neither side has 
mentioned the 1935 tax year. Yet, by requiring the 
income to be taxed in 1939, the determination itself 
indicates that the 1935 inclusion was an error. \When 
the taxpayer points out that he has already paid a tax 
on the item in 1935, a refund adjustment is authorized, 


% See Maguire, Surrey and Traynor, p. 719, 758, n. 153: Seidman 
op. cit, p. 341, 342. 
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ior the Commissioner has been inconsistent with the 
tax results of 1935. Likewise, in (b) (2) where the 
taxpayer deducts an item in 1935 and again takes the 
deduction in 1939, the Commissioner need argue only 
that the item is not deductible in 1939 while the tax- 
payer argues that it is. Again no mention is made of 
the 1935 events; yet, when the determination allows 
the deduction for 1939, it follows that taking the 
deduction in any other year was an error. When 
the Commissioner discovers that such deduction was 
taken in 1935, section 3801 authorizes a deficiency 
adjustment. 

However, the situation in the (b) (3) case is dif- 
ferent. In 1935 the taxpayer erroneously fails to re- 
port an item of income which he reports in 1939. In 
seeking a refund he may argue only that the item is 
not includible in 1939. The Commissioner may argue 
that the item is includible in 1939. Neither side has 
raised the question of whether the item is taxable 
in any other year. The determination, by holding 
that the item is not taxable income in 1939, indicates 
nothing as to when it should be or should have been 
reported. The error year to be adjusted is unknown. 
It is impossible to deduce from the determination that 
1935 was the error year. There can be no adjustment 
under section 3801. Consequently, to allow a defici- 
ency under section 3801 for 1935, one of the parties 
must raise the question as to the taxibility of the item 
in 1935, and the determination must indicate that 1935 
was the proper vear in which to tax that item. In 
the (b) (3) situation it would ordinarily be the tax- 
payer who would raise this question. Only in this 
Way can a prior error vear be known so that the tax- 
payer can be found to have been successfully incon- 
sistent with the tax results thereof. 


IKEWISE, in the (b) (X) situation, as drafted, the 

taxpayer, defending against the assertion of the 1939 
deficiency, need argue only that the item is deductible 
in 1939, while the Commissioner need argue only that 
the item is not deductible in 1939. When the deter- 
mination agrees with the Commissioner, it has said 
nothing about any other vear as to which the failure 
to deduct may have been in error. The Commissioner 
then cannot be said to be inconsistent with the tax 
results of any error year. The determination cannot, 
unlike that under (b) (1) and (2), by inference indi- 
‘ate that 1935 was the proper vear in which to take 
the deduction. The only way that that question can 
he known is to have it raised by either party before 
the determining tribunal or authority. The Com- 
missioner will be the one to raise the vear 1935, for 
he can more surely exclude the deduction for 1939 if 
he can persuade the determining tribunal or authority, 
or so rule himself with the probability that his ruling 
will be sustained, that the item was deductible in such 
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past year, 1935. Thus it would seem that this objec- 
tion to the deduction disallowed situation would apply 
equally to the (b) (3) cases and can successfully be 
met when the parties, apprehensive of the possibility 
of a section 3801 adjustment, raise the question as to 
the erroneous treatment of the item in a past year. 

A characteristic common to all of the subdivisions 
of (b) (X) is the requirement that the Commissioner 
manifest a prior position with which the taxpayer’s 
action in taking the deduction in the later year 1939 
and the Commissioner’s own subsequent position, 
successfully maintained in the determination, can be 
compared. Although section 3801 requires the Com- 
missioner’s inconsistency only with the prior tax re- 
sults, the conflict between his two positions more 
clearly reveals his active inconsistency and definitely 
demonstrates that giving an adjustment to the tax- 
payer is within the policy of section 3801. This re- 
quirement of a manifestation of the prior position, 
important primarily to test the taxpayer’s good faith 
and secondarily to test the Commissioner’s bad faith, 
is found in (b) (X) only. Thus, under sec- 
tion 3801 (b) (1), when in 1935 the taxpayer errone- 
ously includes an item of income, there is no assur- 
ance that the Commissioner is taking any position 
as to the correctness of the taxation of that item in 
that year. Mere passive acquiescence with knowledge 
is not a manifestation of a position of the kind re- 
quired in (b) (X). Passive acquiescence where there 
is no knowledge is not even the taking of a position. 
Yet, in the (b) (1) situation when the taxpayer fails 
to report the item in the correct year 1939, sec- 
tion 3801 (b) (1) authorizes a refund adjustment. It 
is not until the Commissioner successfully maintains 
a 1939 deficiency as to that item of income that he 
may be said to be taking any position whatsoever. 
Since these cases under (b) (1) fall within the policy 
behind the statute, it is submitted that the cases fall- 
ing within (b) (X) a fortiori fall within that policy. 

Sec. 3801 (b) Circumstances of Adjustment.— 
When a determination under the income tax laws-— 

(3) Requires the exclusion from gross income of 
an item— 


(A) which was by reason of an express allowance, 
as not yet due, erroneously excluded or omit- 
ted from the gross income of the taxpayer for 
another taxable vear or from the gross income 
of a related taxpayer, or 

(B) 77 with respect to which tax was paid and which 
was erroneously excluded or omitted from the 
gross income of the taxpayer for another tax- 
able vear or from the gross income of a related 
taxpayer. . 





7 This provision is the present 3801 (b) (3). similarly amendahle. 
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UPPOSE that in 1935 the taxpayer erroneously fails 

to include an item in his gross income because he be- 
lieves that it should be reported in some subsequent 
year. Just prior to filing his 1939 tax return he dis- 
covers that the item should have been included in 1935 
and therefore fails to report it in 1939. If the Com- 
missioner’s assertion of a deficiency for 1939 is de- 
feated on the ground, urged by the taxpayer, that the 
item was taxable only in 1935, should the Commis- 
sioner be authorized to impose a corrective adjust- 
ment by way of deficiency for 1935? If section 3801 
were applied to this situation, after correction of the 
tax error for failure to include the item in 1935 is 
precluded by one of the many statutory bars, the 
Commissioner could assert an unfounded deficiency in 
any subsequent year he chooses. Upon the taxpayer’s 
successful, but inconsistent, contention that 1935 was 
the proper year to tax such item, a deficiency adjust- 
ment for that year would then follow. Here, as in 
the expressly excluded (b) (X) situation, the policy 
behind the various statutory bars is violated. The 
Commissioner with no reasonable basis for including 
the item in 1939 is acting in the utmost bad faith and 
is using section 3801 to pry open a closed year. Fur- 
thermore, the taxpayer himself is not being actively 
inconsistent, but is being forced by the Commissioner 
into such a position to defend against the deficiency."® 
To prevent abuse of section 3801 by inclusion of this 
situation the words “with respect to which tax was 
paid” were added to the present (b) (3), which is 
(b) (3) (B) of the redraft. Corrective adjustment is 
authorized only if the taxpayer overpays his 1939 tax 
with respect to the item of income and then claims 
a refund. It is not authorized when the Commis- 
sioner asserts a 1939 deficiency. The requirement 
that the taxpayer make the first move prevents the 
Commissioner from forcing the taxpayer into an in- 
consistent position on the defense and from securing 
a deficiency adjustment for 1935 whenever the Com- 
missioner so desires. This distinction unduly favors 
the equally inconsistent taxpayer who is astute 
enough to realize his error before he pays his 1939 
tax. But if he pays the tax first, he should be sub- 
jected to a deficiency adjustment because of his incon- 
sistency.’® The policy behind keeping closed years 
closed is not here violated. 

If the scope of (b) (3) can be expanded to include 
cases where the determination may arise by means 
other than a refund claim without at the same time 
violating this policy, the effectiveness of section 3801 
to remedy the evils which induced its passage will be 
increased. Such an amendment should be grounded 
on the theory underlying (b) (3).2° What is that 


1%’ See Maguire, Surrey and Traynor, op. cit. p. 719, 756-757; 
Legis. (1939) 39 Col. L. Rev. 460, 473. 
1%” See Maguire, Surrey and Traynor, op. cit. p. 719, 757. 
2 See Maguire, Surrey and Traynor, op. cit. p. 719, 755. 
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theory? Whatever it is, again as in (b) (X) there 
is to be no inquiry into subjective good faith. Like 
(b) (X), however, subjective good faith is proved by 
comparison of the conduct of the parties to external, 
objectively manifested, and easily demonstrable stat- 
utory standards. Whereas it was the taxpayer in 
(b) (X), it is the Commissioner in (b) (3), who in 
order to establish his right to an adjustment must 
show that he is not attempting to circumvent the 
policy setting at rest stale tax controversies. If the 
Commissioner can prove that his inclusion of the item 
in the later year is consistent with some manifested 
earlier position of the taxpayer, the one to be ad- 
versely affected by the corrective deficiency adjust- 
ment, he indicates that he has been guilty of asserting 
no unfounded deficiency. Further, he not only dem- 
onstrates that both he and the taxpayer have been 
following the same theory as to the taxability of the 
item, but that it has been the taxpayer, and not he, 
who is the active initiator of an inconsistency with 
that theory. Hence, the requirement of proof of the 
Commissioner’s good faith in the determination year 
(by showing consistency with the taxpayer’s earlier 
manifested position) and the requirement of proof of 
the taxpayer’s active inconsistency (by a comparison 
of the taxpayer’s conduct in claiming a refund in the 
later year with the tax results of the earlier year and 
his reporting of that item in the later year) establish 
that the policy of (b) (3) is not to authorize adjust- 
ment unless the Commissioner acts in good faith and 
the taxpayer acts in bad faith. 


HE application of this theory to the present (b) (3) 

situation is as follows. The taxpayer, when he in- 
cludes the item of income in 1939, shows that he has 
been following a theory consistent with the exclusion 
of the item in 1935. When the refund claim for 1939 
is made, the Commissioner’s good faith is established 
in that his contention that the item is taxable in 1939 
is in accord with the prior position of the taxpayer 
to the same effect, manifested by the inclusion of the 
item in gross income for 1939. Thus, the Commis- 
sioner is here squaring up his own conduct with that 
of the taxpayer. In addition, the subsequent refund 
claim filed by the taxpayer is clearly inconsistent 
when compared with his former inclusion of the item 
in his 1939 return. Authorization of a corrective de- 
ficiency adjustment for 1935, not only does not violate 
the policy underlying the statutory bars, but falls 
well within the general policy behind section 3801. 

In what other ways may the taxpayer adopt a posi- 
tion by means of which the Commissioner can prove 
his own good faith? Suppose that in 1935 the tax- 
payer reports an item of income, but immediately 
secures a refund from the Commissioner on the 
ground that the item is to be reported on the occur- 
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rence of certain events in some subsequent year. In 
1939, the Commissioner, following the indications 
enunciated in the 1935 ruling as to the proper year 
in which to tax the item, asserts a deficiency on the 
ground that it should be included in 1939. Upon 
the taxpayer’s successful maintenance of the position 
that the item is not taxable in 1939 because it was 
properly taxable only in 1935, subsection (b) (3) (A) 
would authorize a corrective deficiency adjustment 
against him. Just as in section (b) (3) (B), where 
the Commissioner is able to show the reasonableness 
of his own conduct in placing the item of income in 
1939 by squaring it up with the taxpayer’s own theory 
of the taxability of the item in that year as demon- 
strated by the latter’s inclusion of the item in the 1939 
return, so in (b) (3) (A) the Commissioner can prove 
his own good faith and the reasonableness of his 
assertion of a deficiency including the item of income 
in 1939 by squaring his position up with the position 
of the taxpayer in 1935, which has indicated subse- 
quent taxability of that item. When the Commis- 
sioner can point to the taxpayer’s contentions adopted 
by the 1935 refund as a justification for the assertion 
of a deficiency in 1939, he can demonstrate that he is 
not abusing the statute, claiming such a deficiency. Fur- 
thermore, the refund to the taxpayer of the item in 
1935 on the theory of its later taxability and his pres- 
ent contention buttressed by a determination that the 
item is not taxable in 1939, because taxable in 1935, 
indicate active inconsistency. The only difference 
between the (b) (3) (B) case above described and 
this case is that in the former the first manifestation 
of position, payment of the tax on the item, comes in 
the determination year 1939 and is followed by the 
taxpayer’s later change in position, in a claim for a 
refund, while in the latter, the first manifestation of 
the taxpayer’s position comes in the earlier error 
year, 1935. Although section 3801 was designed to 
avoid the difficulties of estoppel, both (b) (X) (A) 
and (b) (3) (A) in reality enact a theory of limited 
tax estoppel, but along such definite lines that tax 
administration is facilitated.” 


The words in (b) (3) (A) “as not yet due” exclude 
from the operation of a deficiency adjustment the in- 
stances where the taxpayer erroneously has the item 
in question excluded from his income on the grounds 
that it was taxable in an earlier year. Then any defi- 
ciency asserted in a year subsequent to such exclusion 
is unfounded. The Commissioner is abusing sec- 
tion 3801 and violating the policy setting at rest prior 
tax controversies. The “express allowance” of 
(b) (3) (A) must be on the grounds that this item 
is to be taxable in some subsequent year. Proof of 
this fact should warrant a conclusive presumption 


21Cf. Comar Oil Co. v. Helvering, 107 F. (2d) 709 (CCA-8, 1939). 
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that the Commissioner’s deficiency in some subse- 
quent year is not unfounded. The reasons justifying 
such a presumption are the same as exist in the re- 
verse situation described under (b) (X) (A). 


The argument is possible that, even though a tax- 
payer can safely establish his own good faith based 
on the consistency of his conduct with the ruling of 
the Commissioner, the Commissioner’s good faith 
cannot be assumed just because it squares up with the 
taxpayer’s contentions manifested at some earlier 
date. The taxpayer’s reliance on rulings made by the 
Commissioner, it would seem, is more reasonable than 
the Commissioner’s reliance on his own former rul- 
ings made in accordance with the taxpayer’s earnest 
contentions. But the policy behind the statutory bars 
putting at rest tax controversies in former years and 
the policy behind section 3801 have meaning only as 
applied to each particular case. Here the taxpayer, 
having manifested his position in 1935 and later hav- 
ing become inconsistent therewith, brings his case not 
within the policy behind the statutory bars, but within 
the policy behind section 3801. When the Commis- 
sioner proves to the determining authority or tribunal 
that his conduct in asserting the deficiency as to the 
item of salary in 1939 is in accord with the taxpayer’s 
1935 position as to the proper time to tax the item, he 
is not violating the protection granted the taxpayer 
by the statutory policies of repose. The proof of the 
taxpayer’s 1935 position should not be difficult. If 
the Commissioner shows his own consistency there- 
with, his good faith is demonstrated. 

GAIN, as under section (b) (X) (A), the possi- 
bility of abuse nullifying the statute of limitations 

or other bar to reopening the closed year arises. Suppose 
that in 1935 the taxpayer secures the exclusion of the 
item of salary from his tax return for that year by 
indicating that on the occurrence of subsequent events 
the item will then be taxable. In 1939, when those 
events occur, the Commissioner negligently fails to 
assert a deficiency, but he does assert an unfounded 
one in 1945—any subsequent year. He is acting in 
bad faith, for he is not really trying to carry out the 
mandates of the former ruling. He is attempting 
indirectly to use section 3801 to pry open the 1935 tax 
year. If the taxpayer chooses to resist by maintain- 
ing that the item has erroneously been excluded from 
gross income in 1935, and if the determination adopts 
his view, a deficiency adjustment would seem to be 
authorized under (b) (3) (A). But, as in the reverse 
case under (b) (X) (A), the exact later year of tax- 
ability will be uncertain enough to give the Commis- 
sioner some leeway in asserting a deficiency. Fur- 
thermore, the penumbra rule would include some cases 
of real abuse, as they should not be too numerous. 
As has been pointed out, inherent in the present sub- 
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sections (b) (1) and (b) (2) lie cases where authori- 
zation of a corrective, final adjustment would abuse 
the policy of section 3801. Even in the present 
(b) (3), the proposed redraft’s section (b) (3) (B), 
cases of abuse can be found. 

Thus suppose that in 1935 the taxpayer fails to re- 
port his salary item of income. The Commissioner, 
knowing that the item should have been reported in 
1935, asserts an unfounded deficiency for 1939 on the 
ground that the item should then be reported. The 
taxpayer, on receipt of the deficiency notice, pays 
the tax as to that item and seeks a refund. The dis- 
tinction in the conduct of this taxpayer and in the 
conduct of one who prefers to litigate the question in 
the Board of Tax Appeals has been justified as enough 
to authorize under the present (b) (3) a deficiency 
adjustment in the former case, but not in the latter.** 

The manner, scope, and extent of the ruling in the 
prior error year, by which the taxpayer successfully 
excludes the item from his income for that year should 
be carefully described in the Regulations. A mere 
failure by the taxpayer to report the item in 1935 is 
not the manifestation of a position on his part that 
the item is to be reported in some subsequent year. 
The taxpayer’s theory must be more objectively evi- 
dent than this. His contention in seeking a refund 
or in securing a ruling either before or after filing 
his return allowing the exclusion of the item in his 
return for 1935 would appear to be a sufficiently mani- 
fested indication of his position to satisfy the statu- 
tory requirement and to include such a case within 
the general policy behind section 3801. Or he might 
fail to include the item, the Commissioner assert a 
deficiency, and upon resistance by the taxpayer, the Com- 
missioner might finally rule that exclusion was proper. 


HOULD the Regulations designate as an “exclusion” 

an exclusion of an item which arises as a result of 
a refund of the tax paid on the inclusion of the item, 
when such refund is made, not because of the earnest 
contentions of the taxpayer, but because of the purely 
voluntary action by the Commissioner based on a 
theory that the item will be taxable in a subsequent 
year? Although a refund initiated by the Commis- 
sioner and accepted by the taxpayer may not be 
enough to satisfy the requirements of a successful 
maintenance of a position in the determination year, 
vet here, if the Commissioner proves that his subse- 
quent conduct in asserting the deficiency is in accord 
with the theory of his former refund, a deficiency 
adjustment should be warranted under (b) (3) (A). 
His good faith may be assumed. The Commissioner 
in all probability will not voluntarily refund the tax 
already paid on an item of income unless he has good 
reason to believe that the tax on that item will be 


*2 See Maguire, Surrey and Traynor, op. cit. p. 719, 757. 
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due in some subsequent year. The voluntary refund 
in 1935 manifests a position of the Commissioner as 
to the theory of non-taxability of that item of income 
which is not manifested when the taxpayer merely 
fails to report the item. Furthermore, the taxpayer 
in accepting the benefit of the refund may be said 
objectively to manifest a similar theory of non- 
taxability of the item in 1935.27 The policy behind 
section 3801 may be satisfied, even if we disregard the 
factor of any position on the part of the taxpayer in 
the error year. If the Commissioner can square up 
his conduct in asserting the deficiency in 1939 with 
his own prior ruling as to the taxability of the same 
item in 1935, his good faith may here also be assumed. 
That the Commissioner would deliberately refund a 
tax in hope that the taxpayer would include the item 
in some “high-bracket” income year seems unlikely. 
Furthermore, once having gotten the tax, the govern- 
ment carefully guards the giving of large voluntary 
refunds by publicity requirements.™* 


A provision under (b) (3) analogous to sec- 
tion (b) (X) (C) is not necessary. Its drafting would 
proceed on the theory that the taxpayer maintains 
in the determination year the position against which 
the Commissioner must measure his subsequent con- 
duct in asserting a deficiency for that year, 1939. 
The Commissioner must show that in including the 
item of income in 1939 he is in accord with the tax- 
payer’s theory. But if the taxpayer also believes 
the item should be included in 1939, he will already 
have done so. His position is the payment of the tax 
thereon, and this factor fits the case into (b) (3) (B). 

The objection has been made that the present 
(b) (3) with its requirement that tax be paid discour- 
ages the voluntary payment of taxes.?*> To pay the 
tax and subsequently to claim a refund, which may 
result in a detrimental corrective deficiency adjust 
ment to the prejudice of the taxpayer, puts a pre- 
mium on litigation in the Board of Tax Appeals, 
where he can be successfully inconsistent and yet 
avoid such an adjustment, thus obtaining a double 
tax advantage. To the extent that this argument has 
weight, the broadening of the scope of the present 


(Continued on page 652) 





23Cf. Maguire, Surrey and Traynor, op. cit. p. 719, 736. To 
force a refund upon an unwary taxpayer, which thereby results 
in a determination authorizing a deficiency adjustment does not 
fit the policy behind the statute. Where, however, he has an 
opportunity to consider the consequences of his acceptance of the 
overpayment or where the refund is voluntarily given in the earlie! 
error year and is itself the error, no such violation of the policy 
exists. 

*% Int. Rev. Code Section 3777 (1939); Revenue Act of 1928, Sec 
tion 710. 

2 Advance Program of the American Bar Association, 61st An- 
nual Meeting (1938) 105. The same objection may be leveled at 
(b) (X) (B) in the redraft. To the extent that this subsection will 
deter the Commissioner, fearful of possible refund adjustments 
from voluntarily granting refunds, taxpayers unable to get such 
refunds without litigation will be reluctant to pay their taxes 
But any such refund which might later be recoverable as an errone- 
ous refund the Commissioner would be hesitant in giving anyway. 
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VALUATION OF A“POSSIBILITY OF REVERTER” 
UNDER THE HALLOCK CASE 


By EWING EVERETI* 


N HELVERING v. HALLOCK,’ the United States 
Supreme Court held that the establishment of 
certain inter vivos trusts (where the corpus might 

have reverted to the grantor) constituted transfers 
“intended to take effect in possession or enjoyment at 
or after death” under the federal estate tax law, 
thereby repudiating distinctions which it had drawn 
five years before in the St. Lowis Union Trust Com- 
pany cases.2 In those cases it had held that if the 
reversionary interest was contingent and not vested, 
there should be no inclusion for estate tax purposes. 
Some readers of the Hallock cases have assumed that 
it requires the inclusion of the full value of the trust 
property. The purpose of this article is to call atten- 
tion to the fact that this was not the actual result 
reached on the facts of the Hallock cases, and that 
notwithstanding certain language in the opinion of 
Mr. Justice Frankfurter, there is a chance that the 
value to be included will ultimately be held to be a 
value less than the full value of the trust corpus. 

It is clear enough that the court revitalized the 
Klein case,* and the opinion states that such trans- 
fers are “too akin to testamentary disposition not to 
be subjected to the same excise’, that is, the excise 
on interests which technically pass at death. The 
Hallock cases hold that transfers involving the reten- 
tion of a reversion, even though the interest retained 
is contingent and the contingency fails to occur, are 
subject to tax under Section 302(c) of the Revenue 
Act of 1936.4 

It must be admitted that there are some features 
concerning these decisions which tend to support the 
view that the whole value must be included—for 
instance, certain phraseology in the opinion, the cir- 
cumstances under which the Bryant case (one of the 
cases heard with the Hallock cases) arose, the fact that 
the full corpus value was included in the gross estate 
in the deficiency notice in the Hallock cases (Nos. 110, 
111 and 112), and the assumption—perhaps of doubt- 

Member of the New York Bar. 

' 60 S. Ct. 444; 84 L. Ed. 382 (Jan. 29, 1940). 

* Helvering v. St. Louis Union Trust Company, 296 U. S. 39; 56 
S. Ct. 74; 80 L. Ed. 29 (1935) Becker v. St. Louis Union Trust 
Company, 296 U. S. 48; 56S. Ct. 78; 80 L. Ed. 35 (1935). 

Klein v. U. S., 283 U. S. 231; 51S. Ct. 398; 75 L. Ed. 996 (1931). 

*C. 27, 44 Stat. 9, as amended by Sec. 803 of the Revenue Act of 
1932, ce. 209, 47 Stat. 169, 279; ‘‘The value of the gross estate of 
the decedent shall be determined by including the value at the 
time of his death of all property, real or personal, tangible or 
intangible, wherever situate ...’’ 

(c) to the extent of any interest therein of which the decedent 
has at any time made a transfer, by trust or otherwise, in con- 


templation of or intended to take effect in possession or enjoyment 
at or after his death... .’’ 
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ful soundness—that for the purpose of valuation trans- 
fers of this character were intended to be treated in 
the same manner as transfers “in contemplation of 
death.” ® 


Certainly, however, the Hallock cases do not clearly 
require the inclusion of the full value of the trust 
corpus. In fact, they leave this question open for 
further decision and do not go further than to require 
the inclusion of some value for the reversionary or 
remainder interest. The ultimate decision as to how 
that value is to be calculated is still in doubt. 


Those features of the decision and of the opinion 
which point to inclusion of the full value of the corpus 
will be first referred to. At the beginning of the 
opinion Mr. Justice Frankfurter made the general 
statement—“in each case the Commissioner of In- 
ternal Revenue included the trust property in the 
decedent’s gross estate” (italics supplied). Later in 
the opinion the following statements are found.— 
“But the measure of the tax is the value of the trans- 
ferred property at the time when death brings it into 
enjoyment It (the estate tax law) also 
taxes inter vivos transfers that are too akin to testa- 
mentary disposition not to be subjected to the same 
excise” (italics supplied). In commenting upon the 
court’s previous decision in the Klein case the opin- 
ion further states that the court had in that case 
“swept the gift into the gross estate” (italics supplied). 
In speaking of the Bryant case, No. 399, there is 
language in the opinion which might be regarded as 
implying at least an inclination on the part of the 
court to include a greater value than had been in- 
cluded by the Board of Tax Appeals. The opinion 
states :— 


“In No. 399 (the Bryant case) the Commissioner was in part 
successful before the Board of Tax Appeals . The Board 
of Tax Appeals allowed the Commissioner to include in the 
decedent’s gross estate only the value of a ‘vested reversionary 
interest’ which the Board held the grantor had reserved to 
himself.” ° (Italics supplied.) 

While the judgment in the Bryant case was affirmed, 
the failure of the court to include the full corpus 
value may possibly be attributed by some to a failure 
on the part of the Government to preserve its claims 
for a larger valuation through a cross petition. The 
fact that in the Bryant case the Commissioner had, by 
affirmative answer in the Board of Tax Appeals, alleged 





5 Both classes of transfers are covered by Sec. 302 (c). Note the 
juxtaposition—transfers ‘‘in contemplation of or intended to take 
effect in possession or enjoyment,”’ etc. 
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that the full value of the corpus should be included 
and in the Hallock cases had included the full value 
of the corpus in his deficiency notice, may be urged 
as lending weight to such a conclusion. 

However, notwithstanding any ambiguity which 
might exist in the language of the opinion and irre- 
spective of the original contentions of the Commis- 
sioner in these cases, the decisions of the court as 
reflected in the final judgments did not go further than 
to require that the value of the reversionary interests 
must be included in the gross estate. Whether future 
decisions of the Supreme Court will include the full 
corpus is an open question. 

In the Hallock cases, Nos. 110, 111 and 112, it is 
true that the Commissioner included the full value of 
the corpus in the deficiency notice The statement in 
the Board’s opinion,’ makes this reasonably clear and 
any doubt is eliminated by reference to the assign- 
ments of error. The first assignment is addressed to 
the inclusion of any value in gross estate on account 
of the transfer and the second, in the alternative, 
questions the “inclusion of the trust estate at its full 
value, without deducting the value of the life estate 
or interest in the trust of Anne Lamson Hallock, the 
life beneficiary of all the income.” * The Board held 
that nothing should be included in the estate on 
account of this transfer.® In his petition to the Cir- 
cuit Court for review of the Board’s order, the Com- 
missioner merely alleged that the Board erred in 
failing to include the remainder interest in the estate. 
The order of the Board was affirmed by the Sixth 
Circuit,’ and the judgment of the Circuit Court was 
reversed by the Supreme Court. 

When the Hallock cases were returned to the Board 
pursuant to the decision of the Supreme Court, the 
Commissioner filed a recomputation and in this re- 
computation reduced the net estate as previously 
determined in the deficiency letter by the sum of 
$25,743. which he stated to be the value of “the stipu- 
lated life estate interest of Anne Lamson Hallock in 
trust of September 3, 1919”. Thus, the judgment 
under the decisions in the Hallock cases (Nos. 110, 
111 and 112) included only the value of the reversionary 
interest in the trust property arrived at by deducting 
from the value of the corpus (determined as of the 
date of decedent’s death) the value of the life interest 
created by the same trust instrument. 





® This opinion relates to five cases, of which the first three, 
numbers 110, 111 and 112 (the Hallock cases), involved the same 
trust and grew out of alternative deficiencies asserted against the 
executrix, the trustees and a transferee. Number 183, Rothensies 
v. Cassell, and Number 399, Bryant v. Helvering, arose separately 
and involved different trusts. Thus the Court had under consid- 
eration three separate trusts the problems regarding which came 


to it separately but which it regarded as controlled by the same 
principles of law. 


734 BTA 576. 
8 34 BTA 577. 
®34 BTA 579. 
102 F. (2d) 1, 39-1 ustc {| 9377. 
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In the Bryant case, No. 399, the Board found that 
the Commissioner had included an amount repre- 
senting the “remainder value of trust created under 
date of July 2, 1917”.1. The Commissioner in his 
answer alleged that the full value of the corpus of 
the trust should be included. The inclusion oj 
only the value of the reversion in the deficiency notice 
was predicated upon the contention that the grantor had 
retained a vested reversionary interest in the property 
which was taxable under Section 302(c) of the Rey- 
enue Act of 1926.’ 


In alleging in his answer that the full value of the 
corpus should be included, the Commissioner con- 
tended that this should be done under subsections (a), 
(c) and/or (d) of Section 302. The Board found that 
since the trust was created prior to the Revenue Act 
of 1924 Subdivision (d) of Section 302 did not apply, 
citing Helvering v. Helmholz,* and White v. Poor." 
It further found that the life estate could not be in- 
cluded under subdivisions (a) or (c), citing May v. 
Heiner.” It then determined that there was a vested 
reversionary interest in the corpus which was retained 
by the decedent and that this constituted a property 
right of which he had never divested himself and the 
value of the same should be included in gross estate, 
stating, 


“We think this reversionary interest, the value of which 
was stipulated to be $478,918.42, should be included in the 
decedent’s gross estate under the provisions of the above cited 
statute and regulations and also upon the authority of Klein 


oe 2 rs 

The Board avoided a specific conclusion as to whether 
the property right retained was taxable under Sub- 
divisions (a) or (c) or Section 302, apparently deter- 
mining that it probably fell under Subdivision (a), 
but if not, then under Subdivision (c) and was gov- 
erned by the Klein case. In any event the opinion 
specifically held that the Commissioner “is not en- 
titled to include any value in excess of the said vested 
reversionary interest.” 17 The order of the Board was 
affirmed by the Second Circuit, without opinion.” 
The judgment of the Circuit Court was in turn affirmed 
by the Supreme Court. 

The Supreme Court in affirming the judgment of 
the Second Circuit, based its decision not upon the 
fact that the grantor had retained a vested reversionary 
interest, but upon the grounds that the transfer was 
so akin to a testamentary disposition that it was “in- 


36 BIA 671. 


2 If the grantor had retained a vested reversionary interest or 
property right, its value would seem taxable under section 302 (a) 
so the Commissioner did not have to rely on subsection (c). Sec- 
tion 302 (a) provides for the inclusion in the gross estate of all 
property, real or personal, tangible or intangible ‘‘to the extent of 


the interest therein of the decedent at the time of his death.’’ 
13 206 U.S. 93. 


14 2906 U. S. 98. 
5 281 U.S. 238. 


1% The record showed the value of the corpus to be $767,706.62. 
% 36 BTA 677. 
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tended to take effect in possession or enjoyment” at 
or after death and was covered by Section 302(c)— 
irrespective of the legal nature or technical character 
of the interest retained by the decedent. It swept 
away the distinction between contingent and vested 
reversions which it had drawn in the St. Louis Union 
Trust Co. cases and which the Board had attempted to 
draw in the Bryant case, stating inter alia—‘The law of 
contingent and vested remainders is full of casuistries.” 

While the court found reasons for including the 
transfer in the decedent’s estate different from those 
expressed by the Board, it nevertheless failed to reject 
the Board’s determination of value. Notwithstanding 
the statement of the court that the Commissioner was 
“in part successful before the Board” it did not directly 
in its opinion nor by its decision include the full 
value of the trust corpus for which the Commissioner 
had contended in his answer before the Board. 

The record in the District Court in the Cassell 
case ° is not available to the writer and the opinion 
in the Circuit Court ?° does not indicate what value 
was used when the decedent’s executor paid the tax 
on account of the transfer. However, the brief filed 
by the Government with the Supreme Court in this 
case contains the following statement: 

“The Government concedes for the purpose of this case 

that the value of the life interest of the decedent’s wife should 
be excluded.” (Brief for Petitioner, page 2, footnote 1.) 
The writer is advised that judgment in this case 
under the decision of the Supreme Court has not yet 
been entered, but that the Department of Justice 
agrees that judgment should be entered on a basis 
whereby the life estate is excluded. It further ap- 
pears that the representatives of the estate are con- 
tending that the value of the trust corpus should be 
diminished not merely by the life estate, but by an 
additional sum equal to the value of the future in- 
terest predicated upon possible survivorship. On this 
basis the value of the possibility of reverter would be 
substantially less than the difference between the value 
of the corpus and the value of the life estate. 


HE foregoing interpretation and conclusions are 

fully supported by the case background of the 
Hallock decisions. The opinion not only overrules 
the St. Louis Trust Co. cases but reaffirms the Klein 
case. With respect to the Klein case it stated— 
“Freed from the distinctions introduced by the St. 
Louis Trust cases, the Klein case furnishes a 


harmonizing principle”. In commenting on the St. 
Louis Union Trust Co. cases, and upon the contentions 


104 F. (2d) 1011. 


* This case arose out of a suit for refund and it appears that 
the corpus value was included in the estate by the Commissioner 
on audit of the return. The additional tax was paid and claim 


for refund was filed. Judgment in the District Court was for the 
Plaintiff. 


7° CCA-3, 103 F. (2d) 834. 
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of the Commissioner in those cases, the court stated— 
“On the authority of the Klein case the Commissioner 
had included in the taxable estate the gifts to which, 
in the St. Louis Trust cases, the grantor’s death had 
given definitive measure.” (Italics supplied.) 


It is most interesting to note that in the Klein case 
the Commissioner, himself, had excluded the value of 
the life estate before suit for refund was instituted.” 


In the Klein opinion the Supreme Court noted this 
by stating that the Commissioner had included in the 
gross estate “the value of these two parcels of land, 
after deducting therefrom the value of the life estate.” 
In affirming the judgment of the Court of Claims in 
the Klein case, the Supreme Court affirmed a judgment 
which included only the value of the reversionary or 
remainder interest. By reéstablishing and energizing 
the Klein decision it must be concluded that the court 
has at least for the time being accepted the rule of 


value in that case. In any event, it has not yet 
extended it. 


In one of the St. Louis Union Trust Co. cases the 
Commissioner had apparently included the value of 
the full trust corpus. In the other case he included 
only the reversionary interest. Since each of these 
cases held that nothing should be included in gross 
estate, the court at that time had no occasion to com- 
ment on the method of valuation. The Becker case 
arose in the District Court. The Memorandum Opin- 
ion of the U. S. District Court for the Eastern Divi- 
sion of the Eastern District of Missouri in St. Louis 
Union Trust Co. v. Becker, decided March 31, 1934,?? 
found that upon the audit of the return the Commis- 
sioner increased the gross estate by $994,195, this “being 
the value of the property held under four declarations 
of trust effected by the deceased on January 3, 1921.” 
In that case, however, the life beneficiary was merely 
entitled to an allowance of $300 a month, plus further 
sums distributable to her in the discretion of the 
trustee. The District Court gave judgment for the 
Commissioner including the full value of the trust 
property in the decedent’s gross estate. The deci- 
sion of the District Court was reversed by the Eighth 
Circuit,2* and this reversal was affirmed by the Supreme 
Court. Consequently no occasion arose for a con- 
sideration by either the Circuit Court or by the Supreme 
Court of the matter of valuation. 


Helvering v. St. Louis Union Trust Co.** arose in the 
Board of Tax Appeals upon a deficiency notice 
which included merely the value of the reversionary 


interest. The Board stated the question involved 
as follows :— 


21See paragraph 4 of Special Findings of Fact of the Court of 
Claims, Klein v. U. 8., 42 F. (2d) 596. 

22 Aff’d U. S. Supreme Court, 36-1 ustc { 9006. 

2376 F. (2d) 851. 
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“Ts the value of the property in excess of the value of the 
life estate of the daughter subject to be included in the dece- 
dent’s gross estate pursuant to the provisions of Section 
302(c) of the Revenue Act of 1924?” 


The Circuit Court ® and the Supreme Court held 
that nothing was subject to tax on account of the 
transfer. 

From the foregoing it definitely appears that (1) 
the judgments entered under the Hallock and the Bryant 
decisions merely included the value of the reversions, 
(2) in the Cassell case the government conceded “for the 
purposes of this case” before the Supreme Court that the 
life estate should be excluded, (3) the Klein case (which 
now governs all such transfers) reached a similar 
result, and (4) even in one of the St. Louis cases 
(both of which held that no value was to be included) 
the Commissioner merely contended in the first in- 
stance that the reversion should be included. From 
this it should clearly follow that the effect of the 
decisions in the Hallock, Cassell and Bryant cases is 
merely to authorize the inclusion in gross estate of 
the value of the reversion. 


HE underlying theory of this rule of valuation 

evidently stems from the principles enunciated in 
May v. Heiner, 281 U.S. 238, and related cases. While 
Mr. Justice Roberts in his dissenting opinion in the 
Hallock cases seemed to feel that the court was either 
modifying or overruling May v. Heiner, it is evident 
that the fundamentals of the case still enjoy at least 
a qualified recognition. May v. Heiner emphasized 
the difference between a life estate and a remainder 
interest for federal estate tax purposes. Under the 
Hallock decisions (unless they are further extended 
by future cases) a settlor may still make a transfer 
in trust disposing of the life estate in such a manner 
that its value will not be regarded as includible in his 
estate even though the reversion may terminate and 
the contingent remainder may be held to take effect 
in possession or enjoyment at his death. The posses- 
sion and enjoyment of the life estate takes effect 
immediately and should therefore be separated from 
and deducted from the full fee in determining what 
portion of the trust estate does not take effect until 
the grantor’s death. 

A different rule applies with respect to gifts “in 
contemplation of death.” If it is established that the 
transfer is in contemplation of death, then it would 
appear that the entire trust corpus, irrespective of any 
iife estates which the grantor may have created, is 
includible in the gross estate. This is for the reason 
that the gift or transfer of the life estate must have 
been made with the same purpose and intent as the 
transfer of the contingent remainder. It is almost 
impossible to prove that one intent applies to a con- 


*% 28 BTA 107. 
75 F, (2d) 416. 
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tingent remainder and a different purpose or intent 
attaches to the gift of the life estate. Different con- 
siderations, however, apply in the case of transfers 
effective at death. Here the question is, “What prop- 
erty right takes effect at death?” Where the life 
estate vests at once, the answer should be that only 
the reversion takes effect at death and that the “prop- 
erty” to be included in this score is only the reversionary 
interest. 


In cases involving inter vivos transfers in trust 
with a “possibility of reverter”, the Treasury Depart- 
ment frequently asserts that the transfer was made 
“in contemplation of death” and/or that the transfer 
was “intended to take effect in possession or enjoy- 
ment” at death. In view of the present differences 
between the rules of valuation, it may make a large 
difference in the ultimate tax effect as to which of 
these two positions is established by the Department 
in a given case. 


Bradlee v. White,?** decided by the United States 
District Court of Massachusetts, February 2, 1940, 
citing the Hallock cases, held that only the reversionary 
interest should be included in the decedent’s estate. 
Commissioner v. Flanders, et al. Exrs.,*” decided by 
the Second Circuit April 15, 1940, on authority of the 
Hallock cases held that the reversionary interest should 
be included in the estate, but did not determine the 
value of the same. The case was remanded to the 
Board “with instructions to include in the decedent's 
gross estate the value of the decedent’s interest in the 
corpus of Trust 4.” The language of the opinion 
seems to imply rather clearly that only the value of 
the reversion was subject to tax. After stating that 
the settlor reserved a contingent remainder the court 
found as follows: “We hold the settlor’s possibility 
of reverter a taxable interest under Section 302(c).” 


Where the settlor retains not only a possibility of 
reverter, but also a life estate in the income of the 
trust, it would seem that the full corpus value should 
be included. In this situation it cannot be said that 
the settlor has transferred a life estate to another sv 
as to reduce the value of the property includible in 
his estate.2° This situation arises where the trust 
was created prior to Amendment to Section 302(c) of 
the Revenue Act of 1926 by Section 803(a) of the 
1932 law. In trusts of this character the reservation 
of income alone would not render them taxable.” 
Such a trust, created before the Amendment, contain- 
ing a possibility of reverter, would be taxable under 
the Hallock cases. But the retention of income by the 
grantor would seem to bring into the estate the full 
corpus value. 





a 31 F. Supp. 569. 
2b 111 F. (2d) 117. 
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\Vhere there is no reservation of income by the 
grantor there are substantial grounds to argue that 
the value of a “possibility of reverter” should in many 
cases be considerably less than the value of the corpus 
less the life estate. Cf. Lily v. Smith. Looking at 
the situation from the standpoint of the beneficiary it 
may be reasonable to hold that his vested life estate 
has been increased by the difference between the value 
of the life estate and the value of the fee. Bearing in 
mind, however, that the excise is levied upon what 
passes from the decedent and not what the bene- 
ficiary receives, i. e. that the federal estate tax is not 
an inheritance tax, it is not illogical to determine the 
value of a “possibility of reverter” by giving effect to 
every factor bearing on the actual value of the prop- 
erty interests which are retained by the settlor. 


Thus, where there is a great disparity in ages, the 
actual value of the contingent interest retained by the 
settlor may be nominal or nil. Assume that A. es- 
tablished a trust with the income to B. for life, re- 
mainder to C. if C. survives B. If C. does not survive 
B. and if A. does survive B., then A. to take the 
remainder.”® A. is eighty years old at death, B. is 
then forty and C. is ten. The value of the double 
contingency that A. will survive B. and that C. will 
not, measured from a practical angle in dollars and 
cents, is nominal. Yet the only property interest 
which is retained by A. and which ceases at A’s death 
is based on this contingency. 


There may be considerable doubt whether the 
Hallock cases are applicable to this type of situation. 
If they are, it would emphasize the fact that the true 
value of a purely contingent property interest re- 
maining in the grantor can in many cases be computed 
only by reference to additional factors varied to suit 
the situation. 


EADING between the lines of the opinion in the 

Hallock cases there still remains the possibility 
that the Court may, when and if urged by the Gov- 
ernment, render an opinion and decide that the measure 
of the tax in all reverter cases is the full corpus value. 
The reversal of the Cassell case has been regarded as 
a decision to that effect by at least one author,*® not- 
withstanding a different interpretation by the De- 
partment of Justice. 


** See Safe Deposit and Trust Company of Baltimore v. Commis- 
sioner, 41 BTA —, No. 84 (March 15, 1940) and W. S. Conant, Exr. 
v. Commissioner, 41 BTA —, No. 101 (April 4, 1940). Cf. Chase 
National Bank, Trustee v. Commissioner, BTA Memo, opinion, CCH 
Dec. 11,047-D, (March 30, 1940) where decedent retained income to 
named beneficiaries. The Board without discussion included full 
value of trust corpus without deducting value of life estates in 
income of grantor or other beneficiaries. 

7 Hassett v. Welch, 303 U. S. 303; 82 L. Ed. 858. 

306 F. (2d) 341; CCA-7 (1938); certiorari denied 305 U. S. 604. 

** Let it be further assumed that under State law the remainder 
to C. was vested, subject to be divested, so that A. retained no 
vested interest in the property which might fall under Section 
302 (a). 
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In view of the way in which the cases have arisen, 
the Supreme Court may justifiably take the position 
that this issue has not been directly and finally passed 
upon by it. ‘In the Klein case, as noted above, the 
Commissioner had excluded the life estate before the 
taxpayer sued for refund. In the Hallock cases 
the Commissioner only contended in his appeal to the 
Circuit Court and in his assignments of error before 
the Supreme Court that the remainder interest should 
be included and in the Bryant case the Commissioner 
had included only the remainder interest in his de- 
ficiency notice. Thus, with exception of the Cassell 
case, the Commissioner was not in position before 
the Supreme Court to urge the inclusion of the full 
corpus value. This point having been waived before 
the Supreme Court, it was not passed upon. 

However, in view of such waiver, it is to be doubted 
that the reversal of the Cassell case is authority for 
the inclusion of the full corpus value as has been 
suggested by Mr. Nash in his article.** 

It is possible that the current interpretation of the De- 
partment of Justice may change. If so and the issue 
is squarely presented to the Supreme Court, taxpayers 
may have a better chance of preserving the status quo 
by doing more than making a defensive argument. 
They should contend not merely that the results of 
the Klein case should be adhered to, but that in many 
situations even a rule of valuation based on corpus 
less the value of the intervening life estate produces 
a figure greatly in excess of the true value of the 
property interest retained by the decedent Since 
we are dealing with estate tax law and not an 
inheritance tax and since the Court has indicated 
a disposition to look through the niceties of con 
veyancing, it should also cut through technical rules 
of valuation and tax a decedent’s estate only on the 
basis of the actual value of the contingent interest 
retained.*? This value should be computed in a man- 
ner which practical men would use in determining the 
true worth of the contingent property right. While 
it seems unlikely that the Supreme Court would go 
that far, such an approach might be a factor in induc- 
ing the courts to conclude that the Klein case and the 
judgments entered under the Hallock cases go far 
enough in taxing a possibility of reverter. 





* Francis C. Nash, ‘‘Implications of Some Recent Developments 
in the Taxation of Trusts’’; 18 Taxes—The Tax Magazine 324 (May, 
1940). 

31 See footnote 30. 

%2 It seems most probable that the question of valuation for estate 
tax purposes will have a decided bearing upon related problems 
under the Gift Tax Law. Ina recent case, McLean v. Commissioner, 
41 BTA —, No. 172 (May 28, 1940) the Board held that a transfer 
in trust was not subject to the gift tax because of the retention of 
a reversionary interest by the donor, citing the Hallock decision. 
The opinion suggests, however, that if the issue had been properly 
raised the value of the life estate might have been taxable. In this 
connection the opinion states: ‘‘Perhaps the transfers effected com- 
pleted gifts of some estates less than a fee, but the determination 
was not made on that basis, the values necessary to any such deter- 


mination are not in the record and no such issue is suggested by the 
parties’’. 













































































































































































































































































Removal of Tax Barriers 
To American Foreign Trade 


AXES should be included in any enumeration 
of barriers to foreign trade, along with high 
tariffs, exchange restrictions, and quotas. Often 

the reduction of a tariff rate to encourage the im- 
portation of a particular 
product into a given country 
has been practically nulli- 
fied by the introduction of 
an excise tax or by the ex- 
cessive weight of other 
taxes. 


3urdensome tax require- 
ments sometimes cause sales- 
men or other men traveling 
for business enterprises to 
shorten their stay in a 
country or to avoid it alto- 
gether. 


Attempts in the early 
nineteen twenties to tax sales 
of commodities by nonresi- 
; ea dent foreigners through local 
brokers threatened seriously to injure the entrepot trade 
of England, and in 1934 the effort of the United 
States Treasury to tax the gains realized by persons 
abroad through dealings in securities and commodi- 
ties on the exchanges in New York had the unfortunate 
effect of driving the business to the exchanges of 
England and the Netherlands. England amended its 
law in 1925* and the United States in 1936,? but this 
could not bring back all the business that had been lost. 





Barrier to Flow of Capital 


A high rate of tax on dividends and interest may 
have the same effect upon the inflow of capital into 
a country as a tariff has upon the importation of goods. 
If the debtor cannot or will not assume the tax, or if 
the net return after the deduction of the tax is not 
sufficient to compensate the supplier of capital for the 
risks involved, the tax alone may be sufficient to stem 
the influx of needed funds into a country. 


* Address before the National Foreign Trade Convention, San 
Francisco, July 31, 1940. 

** Attorney, New York City; Special Counsel, Tax Committee, 
National Foreign Trade Counsel; President, Fiscal Committee, 
League of Nations. 


1Sec. 17 of the Finance Act, 1925. 
2 Secs. 211 (a) and (b) and 231 (a) of the Revenue Act of 1936. 


By MITCHELL B. CARROLL** 
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Income Tax an Obstructive Burden 


Taxes of the kind just described which, so to speak, 
strike the foreigner as he crosses the economic frontier 
of a country, often raise an effective barrier to his 
entering to do business, but there are still others that, 
like a trap for the unwary, catch him after he has been 
there a while. A tax on net income payable in the 
year following that during which the income is earned 
may seem like too remote a contingency to prevent a 
company from opening a branch in a foreign country, 
and some have gone into foreign countries blindly 
unmindful of the annual exactions of foreign sovereigns 
which hardly leave enough to justify the risks involved. 


Double Income Taxation 


Furthermore, if the foreign income is taxed again 
by the country of the entrepreneur, he may find that 
after having paid tribute to two sovereigns he has 
little or nothing left to reward him for his pains. 

The prospect of having to pay excessive levies at 
home as well as abroad may be sufficient to discourage 
a company from establishing itself in foreign countries, 
and a serious increase in rates may be an important 
factor in causing the closing of establishments once 
they have been opened. 


Realizing the serious extent to which high taxes 
abroad and at home may thus obstruct our foreign 
trade, Congress began in 1918 to adopt certain unilateral 
measures to reduce the burden of international double 
taxation. You are doubtless all aware of the credit 
for foreign taxes* which is the most important of 
these measures. An American citizen or corporation 
deriving income from investments or business in a 
foreign country may offset the tax paid thereon abroad 
against the tax due to the United States on his total net 
income, but within certain limitations. Unfortunately, 
the Bureau of Internal Revenue sometimes construes 
the credit provisions so as to restrict its application 
as much as possible and even to defeat its very pur- 
pose, and twice efforts to repeal this form of relief 
have been made in Congress. Another provision to 
encourage foreign commerce is the exemption of in- 
come earned by citizens of the United States who are 
bona fide nonresidents for more than six months in 





3 Now found in Sec. 131 of the Internal Revenue Code. 
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the taxable year.*| The maintenance of these and 
other provisions for the protection of foreign trade is 
obviously of paramount importance. 


Movement to Reduce Tax Barriers 


During the last two decades committees of the 
League of Nations and the International Chamber of 
Commerce have been working on model conventions 
to reduce tax barriers through the prevention of in- 
ternational double taxation. There have been con- 
cluded about sixty general bilateral conventions for 
this purpose and about two hundred special conven- 
tions for the reciprocal exemption of shipping and air 
navigation profits and of income from business done 
through certain classes of agents, and concerning 
other special subjects. 

The United States has been a party to three gen- 
eral conventions: one with France which came into 
effect January 1, 1936; one with Sweden which en- 
tered into force January 1, 1940; and a second agree- 
ment with France, the ratification of which was 
authorized in that country last August (1939), but has 
not yet been authorized by the United States Senate. 
The first of the conventions with France relieved 
American corporations of assessments totaling millions 
of frances, and the other two mentioned are designed 
to accord considerable savings to United States citizens 
and corporations. 

The basic provisions of these treaties, and the 
model conventions adopted at Geneva were taken into 
account in the formulation of a new model conven- 
tion which was adopted at a regional meeting of the 
Fiscal Committee of the League of Nations in Mexico 
City, June 3-15, 1940. Those present included high 
officials and other tax experts from Argentina, Brazil, 
Mexico, Peru, and Venezuela, as well as Canada and 
the United States. 

The Mexico City model should be useful as a basis 
for negotiating tax treaties between the United States 
and Latin American countries. Such conventions 
should have a significant place in the program to re- 
move obstructions to increased trade relations with 
our neighbors to the south. At present, Argentina, 
Brazil, Bolivia, Chile, Colombia, Cuba, Ecuador, 
Mexico and Peru have. fairly complete systems of 
income taxes. Costa Rica, El Salvador, Guatemala, 
Haiti, Panama, and Paraguay have taxes on business 
profits and certain other classes of income. ‘The 
Dominican Republic, Honduras, Nicaragua, Uruguay, 
and Venezuela apparently still find other sources of 
revenue sufficient, but the introduction of an income 
tax in Venezuela is expected. 

A brief survey of some of the provisions of the tax 
laws in Latin America will show the advantage of 





* Sec. 116 (a), Internal Revenue Code. 
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negotiating treaties with a number of the above- 
mentioned countries, for the purpose of imposing 
limits on tax jurisdiction, simplifying and clarifying 
the bases of taxation, and assuring the prevention 
of double and discriminatory taxation. 


Taxation of Traveling Representatives 
Argentina 


In a number of Latin American countries, income 
earned by traveling representatives within their ter- 
ritory is taxable without any exemptions for brief 
sojourns. Thus, under Argentina law, even salaries 
or other remuneration received abroad or from abroad 
in consideration of work done in Argentina are taxable.’ 


Brazil 


In Brazil, all foreigners are liable to the propor- 
tional tax on their income derived wholly or partly 
from Brazilian sources.® 


Mexico 


Mexico subjects nonresident aliens to tax on earn- 
ings within the country in excess of certain allowances,’ 
and those who occasionally “execute acts of com- 
merce” are liable to a tax of 4% on the gain realized 
from each transaction.* Similarly, taxpayers who 
“occasionally effect acts of commerce or occasionally 
engage in an industrial or agricultural business” are 
liable to an excess profits tax of 25% of the “profits 
which exceed 15% of the value of each transaction.” ® 


Liability of American Companies for 


Sales through Agent 


The intent to reach the foreign companies them- 
selves, even if they do not open a branch but effect 
sales through commission agents or other types of 
agents or representatives, is evinced by specific pro- 
visions in the laws of various countries. 


Mexican Extraterritorial Tax 


Perhaps the outstanding case is that of Mexico 
which formerly required the agents, commission agents 
or representatives of foreign enterprises which had 
no branches in Mexico to cover the tax owed by such 
enterprises on profits derived from sales through them.”® 
In attempting to enforce this provision, under a de- 
cree of August 30, 1937, Mexico required its consuls 
in foreign cities to collect 3% on the invoice value of 


5 Regulations, decree of January 2, 1939, Art. 143. 


6 Decree No. 17,390 of July 26, 1926, as amended, Art. 15 (d) 
and sole par.; Decree-law No. 1,168 of Mar. 22, 1939, Art. 17; 
Decree No. 5434/39 of the Director of Income Tax, D. O., May 3, 
1939. 


7 Law of March 18, 1925, Arts. 28 and 30. 

8Ibid., Art. 12. 

® Excess profits tax law, December 27, 1939, Art. 19. 
10 Law of March 18, 1925, Art. 14. 
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goods shipped to Mexico as an advance payment of 
the income tax, the basis of which was the amount 
received less 65% representing costs. 

The National Foreign Trade Council joined in pro- 
tests to the State Department in opposition to this 
extraterritorial levy, and in presenting arguments 
against it. By virtue of a decree of May 4, 1938, the 
extraterritorial collection was abandoned, and the 
agent, commission agent or representative was re- 
quired to pay the tax on the amount of the receipts, 
less 85% representing costs, leaving an arbitrarily fixed 
net income of 15% of the amounts received. The 
foreign enterprise was then taxable on this basis at 
rates progressing from 2% to 12.3%, regardless of 
what its actual net income might be. Even if the 
foreign company did not maintain a stock of goods 
in Mexico, its traveling salesmen, employees or com- 
mission agents were required to declare the total 
amount of their sales and keep a special book for that 
purposes.'! However, this often-amended Article 14 of 
the law was repealed by the decree of December 30, 1939, 
and, under the regime in the regulations as amended 
by the decree of January 31, 1940, the foreign enter- 
prise selling through agents within the above category 
is not taxable, but the agent is taxable on his earnings. 
Nevertheless, under article 22 of the amended regula- 
tions, foreign enterprises not domiciled in Mexico are 
taxable if they maintain stocks of merchandise in 
Mexico or there process or manufacture goods for 
sale, and, in such cases, their commission agents or 
representatives are required to make declarations and 
keep certain books. 


Argentine Taxation of Sales through Agents 


In Argentina the liability of foreign firms to tax 
on sales through agents and representatives, as well 
as through branches, is evidenced by the requirement 
that agents and representatives must obtain from 
their principals, at the request of the General Tax 
Board, a certified copy of the agency contract and a 
statement of the method used to determine their 
participation or profit. Moreover, they, as well as 
branches, must submit a copy of the general balance 
sheet and profit and loss statement of the foreign 
enterprises and detailed statements showing the 
original cost of the products shipped to Argentina.” 


Cuban 3% Tax on Gross Receipts 


The Cuban tax on companies progresses from 6% 
to 20% on the net income but, if the tax authorities 
feel that the real net income is not declared, they may 
in some cases apply a tax of 3% on gross receipts 
(in lieu of the tax on net income). More specifically, 


" Regulations of Feb. 18, 1935, Art. 53. 
2 Regulations, decree of Jan. 2, 1939, Art. 132. 
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this tax measured by gross receipts may be imposed 
on foreign companies operating in Cuba through legal 
representatives and agents, as well as upon branches 
or subsidiaries, which, by contracts or by any other 
means, fix the cost and sale prices of their merchan- 
dise, and are unable to present to the government 
satisfactory proof of the reasonableness of their prices 
and evidence that their lack of profits is not due to 
price manipulation.” 


American Companies with Branches 
In Latin America 


Argentine Tax on Manufacturing Profit 


Of course, if a branch or any kind of permanent 
establishment is opened in a country with an income 
tax, there is no doubt as to the liability of the foreign 
company. The declaration that must be submitted 
by a branch in Argentina, which was described above, 
apparently means that the Argentine branch of an 
American manufacturing enterprise must pay tax on 
the entire profit realized from sales in Argentina. 
Thus no allowance is made for a manufacturing profit 
which would be allocated to the United States for 
tax purposes under our own regulations."* 


Mexico 
‘This taxation of the entire income from sales seems 
to be the case also in Mexico when the foreign com- 


pany has its own branch there and in most, if not all, 
of the other countries with income taxes. 


Brazil 

Article 38 of the Brazilian regulations implies 
that when a taxpayer possesses income, partly 
from sources abroad and partly from sources within 
the country, the income tax shall be imposed 
only on net income from sources within the country, 
which will be determined in accordance with instruc- 
tions to be issued. However, it would seem that no 


allocation criteria, such as these in our own regula 
tions, have been published.’® 


Colombia 


The Colombian regulations * in defining income 
from sources within the country, stipulate that 
it shall include income derived from the sale of 
products of plantations, gas and oil wells, and other 
natural deposits situated in the country, whether 
the sale is completed within or without the country. 
Furthermore, income derived from the purchase, 


13 Regulations, Decree No. 1,117 of May 15, 1939, Art. 11 (a) 
and (f). 

4 Bureau of Internal Revenue, Sec. 19.119-12 of Reg. 103. 

‘ Decree No. 17,390 of July 26, 1926. 

16 Rezande, Manual Pratico do Imposto de Renda, 2 ed., 1939, p. 52. 

% Decree No. 818 of April 16, 1936, Art. 28. 
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sale, leasing, or other disposition of movable property 
in general, which is completed in Colombia, shall be 
considered as derived in its entirety from sources 
within the country, regardless of where the contract was 
concluded. '* This last provision would seem to indicate 
that, if machinery or any other product is manufactured 
in the United States by an American enterprise and sold 
through its branch in Colombia, the entire profit is 
taxable there. However, in computing the foreign 
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Chilean Arbitrary Tax 


Moreover, the tax laws of various countries contain 
provisions for arbitrarily determining the taxable 
income of a branch of a foreign company. For 
example, the Cuban tax of 3% on gross receipts has 
already been mentioned. Under Chilean law, the 
fiscal authorities may presume the net income of an 
importing or exporting branch of a foreign company 
to be not less than from 1% to 12% (according to 


tax credit allowable to the 
American enterprise,’® Sec. 
19.119-12 of the regulations 
for our own law, allocating 
income partly to sources 
within a foreign country 
and partly to sources with- 
in the United States, would 
be applicable. Thus, in 
computing this credit, only 
that part of the profit at- 
tributable to the selling 
operations would be allo- 
cated to Colombia. Theo- 
retically, if not actually, 
this extraterritorial taxa- 
tion by Colombia and other 
Latin American countries 
of the manufacturing profit 
gives rise to double taxa- 
tion which may not be en- 
tirely prevented by the 
credit for foreign taxes in 
section 131 of our own law. 


Peru 


Likewise, double taxa- 
tion may result from the 
conflict of our law and 
regulations with those of 
a country like Peru, which 
treats as national com- 
panies the branches of for- 
eign enterprises originating 
business transactions in the 
country, or producing there 
raw materials or other 
products sold in the United 


States. Hence, Peru apparently taxes such branches on 


“CT rade with Latin America would be 
greatly encouraged if tax obstructions were 
removed and if extraterritorial and double taxation 
were prevented by the negotiation of treaties 
modeled on those concluded by the United States 
with France and Sweden, and the draft adopted 
at Mexico City. These proposed bilateral conven- 
tions could also embody a clause forbidding any 
discriminatory taxation of foreign enterprises. 


The key provisions in such treaties should be: 


1. Reciprocal exemption of business visitors 
present within a contracting State for 180 days or 
less during the taxable year; 


2. Reciprocal exemption of transactions 
effected in a contracting State through traveling 
salesmen, brokers, commission agents, or custodians; 


3. The taxation by each contracting State of 
enterprises of the other only on the basis of prof- 
its attributable to an establishment in the taxing 
State, as reflected by a separate accounting. 

The inclusion in the Latin American treaties of 
other clauses contained in the conventions with 
France and Sweden, and in the Mexico City model 
convention, such as those providing for the recip- 
rocal exemption, by the State of source, of patent 
and copyright royalties, would also be desirable. 
Likewise, the proposed agreements should contain 
clauses incorporating the principle of the foreign 
tax credit, and specifying the foreign taxes to 
which it should apply, thereby removing doubt as 
to the allowance of credits for those that are es- 
sentially taxes on income.” 








the nature of the products ) 
of its proceeds during the 
taxable year, and may fix 
the net income of a branch 
of a foreign bank at not 
less than 2 per 1000 of its 
deposits.”? 


Extraterritorial 


Dividend Taxes 


In certain countries, for- 
eign corporations with 
branches in the country are 
being subjected not only to 
tax on their net profit but 
also to an additional tax 
which is applied to the net 
profit, to take the place of a 
tax on dividends payable 
by local companies in cer- 
tain cases. 


Peru 


Thus, in Peru a tax of 
7%, which is retained from 
dividends paid to nonresi- 
dents to compensate for the 
progressive tax on resident 
individuals, is also applied 
to profits earned by a 
Peruvian branch of a for- 
eign corporation. 


Brazil 


In Brazil, through an ad- 
ministrative interpretation 


their entire net income derived wholly or partly from 
Peruvian sources, without any allocation of a part 
of that income to the establishments in this country 
which participate in the activities giving rise to such 
profits.?° 


‘S Art. 26. 


’’ Internal Revenue Code, Sec. 131 (b). 
2 Law 7904, July 26, 1934, Art. 23. 


of a vague statutory provision, a tax of 8%, ordinarily 
withheld from dividends paid to nonresidents, is also 
imposed on net profits credited to the head office by 


a branch in Brazil. 


Cuba 


In Cuba, obscure legislative provisions are held 
even to impose a tax on dividends distributed in the 


7 Law No. 5169 of May 30, 1933, Arts. 24 and 28. 
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United States to American shareholders by a Dela- 
ware company having a branch and carrying on most 
of its operations in Cuba. 





Suggested Basis of Three-Fourths 


Apart from the questions of fiscal jurisdiction 
arising under some of these provisions, it is to be 
noted that, in taking net profit as the basis for a tax 
in lieu of a dividend tax, as is done in Peru and 
3razil, the tax administrations in question overlook 
the fact that a company does not distribute all its 
earnings as dividends because a part thereof is used 
up in paying taxes, amortizing debt, setting up re- 
serves and the like. Hence, in any event, the basis 
of the tax should be limited to a certain proportion 
of the profits, such as three-fourths, as was provided 
for the purposes of the French dividend tax in Article 
V of the existing treaty with France. 


American Corporations with Subsidiaries 
In Latin America 
Cuban 3% Tax 


If the American corporation organizes a subsidiary 
company under the laws of a Latin American coun- 
try, its tax problems may be simplified. However, 
the application to subsidiaries of the Cuban 3% tax 
on gross receipts (in lieu of a higher rate upon net 
income) is specifically envisaged, and presumably the 
provisions in the laws of other countries discussed 
above, to assure collection of taxes where sales are 
made through representatives or agents, could be 
applied if the subsidiary were regarded as such a 
representative or agent. It is doubtful that credit 
would be allowed under our own law either for this 
Cuban tax when it amounts to the given percentage 
of gross receipts, or for similarly measured taxes of 
other countries. 


Doubts under Biddle Decision 


Furthermore, the question may arise under the 
broad language of some Latin American tax laws 
whether the tax withheld at source by a local com- 
pany from dividends, interest and other income de- 
rived by a United States corporation is paid by the 
former or by the latter. Under the decision in Biddle 
v. Commissioner,”? credit would not be allowed for the 
withheld tax unless the law clearly imposed liability 
therefor upon the American recipient. Nevertheless, 
under section 131(f) of the Internal Revenue Code, an 
American corporation, receiving dividends from a for- 
eign company in which the corporation owned a majority 
of the voting stock, could take credit for the proportion 


33 302 U. S. 573, 58 S. Ct. 379. 








of the tax paid by the subsidiary which corresponds 
to the amount of the profits distributed to the 
parent corporation. 


October, 1940 





Measures to Reduce Double Taxation 


As shown above, American citizens who go to 
Latin America on business may be subjected to tax 
there, while they remain liable to the United States 
tax except upon income earned abroad when they are 
bona fide nonresidents for more than six months in the 
taxable year.”* If subjected to double taxation by 
reason of being abroad less than six months during 
the taxable vear, they may claim credit against the 
United States tax for the Latin American levy." 
However, it would be much more advantageous for 
the development of commerce if there could be in- 
corporated into treaties with Latin American coun- 
tries the provision in the double taxation convention 
with Sweden * for the exemption, in the State where 
earned, of the salaries and commissions of employees 
sent into that State by enterprises of the other State 
for a period not exceeding one hundred and eighty 
days during the taxable year. An essentially similar 
provision was incorporated in Article 7 of the model 
convention adopted at the previously mentioned 
Mexico City meeting of the Fiscal Committee of the 
League of Nations. The attempt to levy taxes on 
transient business visitors vields little revenue and 
only tends to curb commercial activity. 


Exemption of Sales through Brokers, Etc. 


Another desirable step would be to extend to Latin 
America the principle of reciprocal exemption of 
sales through traveling salesmen, bona fide brokers 
and commission agents, which is contained both in 
our existing convention with France, that came into 
effect on January 1, 1936,?° and in the recent treaty 
with Sweden.?* It is impracticable to determine the 
net profit of sales effected in this manner, as was 
acknowledged by the United States through its adop- 
tion, in the Revenue Act of 1936, of a provision 
exempting the income from sales by nonresident 
aliens and foreign corporations effecting transactions 
through resident brokers, commission agents or cus- 
todians.** Moreover, this principle has been incor- 
porated in about fifty-eight treaties between European 
States for the prevention of double taxation. It means 
the removal of what has been at times a serious 
obstruction to the marketing of raw materials and 

(Continued on page 648) 


23 Internal Revenue Code, Sec. 116 (a). 
* Tbid., Sec. 131 (2). 

* See Art. XI. 

*e°Art. 1, and No. 1 of the Protocol. 

77 Art. II, and No. 1 of the Protocol. 
28 Internal Revenue Code, Sec. 211 (b). 









NTIL comparatively recently, property, excise, 
documentary stamp taxes, import and export 
duties, and similar taxes have constituted the 

chief source of government revenue in most Latin 

American countries. There are only two or three 

problems of fundamental importance which arise in 

connection with such taxes 
and therefore they may be 
dealt with briefly. 

Documentary stamp taxes 
are in general higher and 
much more numerous than 
in the United States. In many 
Latin American countries 
every conceivable document 
requires some form of tax. 
Thus receipts, checks, notes, 
bills, every kind of contract 
or memorandum agreement 
and all pleadings and other 
judicial papers must either be 
executed on official stamped 
paper or have the required 
amount of stamps attached. 
Ecuador, for example, col- 
lects a Patriotic Stamp Tax 
which applies to all the legal 
acts and transactions men- 
tioned in the Stamp Tax 
Law and to fourteen others, 
making a total of fifty-eight 
separate matters.** Such companies as public utilities 
and railroads which must issue large numbers of 
receipts and other documents find these taxes very 
expensive, not only because of the amount of the 
taxes themselves, but also because of the excessive 
mechanical and auditing work involved. 

Failure to affix such stamps results in varying kinds 
of penalties. In some countries, the document is 
invalid and may not be used as evidence until stamped ; ** 
in other countries, such documents cannot be used as 





* Continued from September issue. 

** Attorney at Law, New York City. 

17 Ecuador, Decree 82 of February 13, 1936, Dec. 386 of May 26. 
1936, as amended by Dec. 470 of June 19, 1936 and Dec. 339 of August 
7, 1937. 
1S e.g, Colombia, Art. 6, Decree 92 of January 20, 1932. 
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main valid but unenforceable between the parties.’ 
In many countries where stamps are not affixed at the 
proper time monetary penalties must be paid in addi- 
tion to the amount of the stamps in order to remove 
the invalidity or infirmity of the document.” 

There is one point in con- 
nection with these stamp or 
documentary taxes which 
must be carefully watched. 
In most countries, a contract 
for an uncertain amount re- 
quires stamp taxes at a 
nominal rate; for example, in 
Chile, for contracts of inde- 
terminate value not otherwise 
designated in the law, five 
pesos, or approximately fif- 
teen cents, United States 
currency.”? However, if the 
amount of the contract is fixed 
or determined, then the stamp 
taxes are usually proportion- 
ate to such amount, often as 
high as from 1% to 8% ” 
thereof. In the case of a large 
purchase or construction con- 
tract, the taxes may run into 
very substantial sums. Often 
it is impossible to be sure 
whether a contract requires 
the nominal tax or the larger tax proportionate to value. 
lor example, if a contract provides for the transfer of 
certain properties which are not valued, in consideration 
of the buyer’s assuming certain obligations, the amounts 
of which are not stated, or in consideration of the per- 
formance of an obligation of a general nature, it may be 
argued that the contract requires only the nominal tax. 
On the other hand, the tax authorities may take the view 
that the contract has a value corresponding to the 
actual though unexpressed value of the properties 


19 e.g. Chile, Art. 54, Law 5434 of May 4, 1934. 

* e.g. Ecuador, Art. 23, Decree 82 of Feb. 13, 1936. Colombia, note 
18, supra, Chile note 19, supra. 

21 Chile, Par. 191, Art. 7, Law 5434 of May 4, 1934. 

22 e.g. Costa Rica, Par. 29, Art. 273, Fiscal Code. 
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sold or liabilities assumed, or both. The difference 
in stamp taxes may amount to a very substantial sum, 
so much so that it may determine whether the transac- 
tion is advisable or not. In those countries in which 
the interested parties are left to guess what is the 
proper interpretation, if they guess wrong, they may 
find themselves at any time within the period of pre- 
scription confronted with a large tax liability which 
may or may not include penalties and interest, 
depending on the law of the particular country and 
the decision of the taxing authorities, or they may 
find themselves unable to perform some essential acts 
without payment of taxes, plus, perhaps, fines and 
penalties. In the few cases where it is possible to 
obtain a binding advance ruling from the tax author- 
ities, the chances are usually fairly substantial that 
the ruling will be adverse and this induces many 
people unwisely to prefer to take the risk. In general, 
it may be stated that, in contracts of substantial im- 
portance, the question of stamp taxes should be 
carefully considered by competent local counsel and 
should never be determined merely by examination 
of the tax laws by lawyers not thoroughly familiar 
with the local practice. 

Transfer taxes also give rise to serious problems 
because transfer of personal property is usually either 
exempt from taxation or is taxed at a much lower 
rate than transfer of real property, but the dividing 
line between real and personal property is often most 
difficult to locate. Also the annual tax on real prop- 
erty is usually more heavy than on personal property. 

A general definition of real property of a sort will 
be found in the Civil Code enacted perhaps fifty or a 
hundred years ago when superstructures, other than 
the simplest of buildings, were unknown.” These 
Civil Code definitions usually provide that things are 
real property (a) by nature; (b) by adhesion to other 
real property or (c) by destination; or sometimes 
more simply, that real property exists either by nature 
or by disposition of law. Real property by nature is 
usually defined as including all immovable things, 
chiefly land. Real property by adhesion includes, ac- 
cording to some codes, things attached permanently 
to land; according to others, things so attached that 
they cannot be removed without damaging them. Real 
property by destination includes many things which, 
according to our law, are personal property, such as 
seeds, cattle, farm tools, etc., which are a part of a 
rural property. The application of these general rules 
to modern structures, such as electric transmission 
lines, telephone and telegraph lines, power plant 
equipment and street railways, has resulted in great 
confusion, and in many countries is still unsettled. 





3 Argentina, Arts. 2348-2351, Civil Code; Brazil, Arts. 43-44, Civil 
Code; Chile, Arts. 568-570, Civil Code; Colombia, Arts. 656-658, Civil 
Code; Cuba, Art, 334, Civil Code. 
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As the greater part of the investments of utility com- 
panies is usually in such kinds of property, the prob- 
lem of determining what is real estate is often for 
them quite serious, especially where it is desired to 
transfer title. 

For example, in the Civil Code for the Federal Dis- 
trict of Mexico and the Mexican State of Michoacan, 
—the only Codes I know of in which the definition 
of real property makes express reference to railroad 
tracks, telephone and telegraph lines or electric 
properties,—it is provided 
“that electric apparatus and accessories fastened to the ground 
or buildings by the owner thereof shall be considered real 
property unless otherwise agreed”. 
Thus the question of whether a particular item be 
real or personal property may depend upon its owner- 
ship or upon a private agreement. Moreover, it is 
an open question whether “apparatus and accessories”’ 
includes transmission and distribution lines or only 
power plant equipment, electrical appliances, etc. 

Another example of difficulty in interpreting a code 
provision in defining real property may be found in 
a controversy now pending before the Courts of Chile. 
The Civil Code describes real property as 
“things which cannot be moved from one place to another, 


such as lands and mines, and those things which permanentl) 
adhere to them, such as buildings or trees.” 


It has been accepted in Chile that buildings and 
machinery permanently affixed to land constitute real 
property. In addition, the tax authorities also main- 
tain that electric, telephone and telegraph lines, poles 
and street car tracks are also real property and hence 
taxable under the real property tax law and subject 
to the real property transfer taxes.”° The utility com 
panies generally have refused to pay such taxes. In 
1935, the Legislature passed a special law establishing 
a special annual tax similar to the real estate tax on 
transmission lines, poles and tracks, but without 
determining that the same are real property.”® The 
law of 1935 has been used by the utility companies 
as a further argument that such properties are not to 
be considered as real property, otherwise, they would 
not have been especially classified by the Legislature 
and subjected to a special tax. Nevertheless, the 
Government has brought suit against one of the tele- 
phone companies and one of the electric companies to 
collect the annual real estate tax on such properties 
and the matter is still in litigation. 

Still another example of confusion regarding the 
distinction between real and personal property exists 
in Colombia. In that country, there is a tax on real 
property, although it is not settled whether the tax is 





24 Mexico, Sec. VIII, Art. 750, Civil Code, Federal District. Art. 
680, Civil Code, State of Michoacan. 

2% Chile, Art. 2, Decree, Law 593 of September 9, 1932, establishing 
3% tax on the first onerous transfer of property after October 15, 
1932. 

26 Chile, Law 5691 of September 23, 1935. 
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a municipal or a departmental tax. In some juris- 
dictions the authorities levy the tax only on land and 
buildings, while in other jurisdictions machinery and 
other similar installations are also included. In one 
department the administrator included machinery and 
other similar installations for the first time in 1936, 
but made the levy retroactive to 1930. Asa result of 
this varying practice followed in different depart- 
ments, litigation is now pending in Colombia to deter- 
mine what is real property for the purposes of this 
praedial tax as well as to determine whether the tax 
belongs to the departments or the municipalities. 

As an example of grave digging for back taxes of 
this kind, I would like to refer again to a case already 
mentioned, involving a client in South America. 


In 1909, the “A” company transferred all its assets, 
including concessions and other property, to the “B” 
company in exchange for the latter’s capital stock. 
This constituted what is called an “aportacion’”, rather 
than a sale in Civil Law, and in most Civil Law juris- 
dictions is not considered a taxable transfer. This 
was apparently believed to be the case in the country 
concerned. At any rate, the transfer of these prop- 
erties without payment of transfer taxes was made 
with the consent of the then governor of the state, 
a fact which is a matter of public record. The deed 
to such properties was recorded in 1910. Some time 
thereafter the client acquired the securities of the 
“B” company. In 1938, almost thirty years later, a 
tax inspector filed a formal accusation against the 
“A” and “B” companies, jointly, for “fraudulently” 
evading payment of the property transfer tax at the 
time of the transfer of such property. Thus it is seen 
that the tax liability was not asserted for a period 
of twenty-nine years after occurrence of the act upon 
which the claim for taxes was based. But since the 
statutory limitation period is thirty years (an unusually 
long period even in Latin America where the periods 
are generally longer than here) it was held that the 
assertion of the tax claim, within the thirty-year 
period, interrupted its running, and, on appeal to the 
highest administrative authority, the ruling of the tax 
inspector was upheld. 


Even in the case of import duties, unexpected diffi- 
culties sometimes arise due to the fact that most Latin 
\merican countries in the past have granted many 
exemptions to foreign investors and business men as 
an inducement to bring them into the country. How- 
ever, such exemptions sometimes contain a condition 
to the effect that whenever the party originally en- 
titled to the exemption sells the property the full 
original duty must be paid. Thus it happens that 
many years later, when the exemptions from duties 
have been forgotten and the sale of a property is 
made, it is very easy to overlook payment of the duty, 
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with the result that substantial penalties may be 
incurred. Furthermore, in the case of business enter- 
prises, such as telephone, telegraph and electric com- 
panies, it is sometimes held that when property, which 
is worn out or obsolete, is retired from service, even 
if the same is sold only as scrap, the full amount of 
the import duties from which exemption was origin- 
ally obtained, must be paid. Such duties may greatly 
exceed the sale price of the scrap so that it may be 
cheaper to throw the scrap away. 


Income Taxes 


Perhaps the most important tax, and the one which 
gives rise to the most difficult and potentially danger- 
ous questions, is the income tax. Income tax laws 
in Latin America generally were enacted subsequently 
to our own income tax law which has greatly influ- 
enced the general form of such laws in Latin America. 
However, there are certain fundamental and sub- 
stantial differences. 


Classification of Income 


For example, source of income is of much greater 
importance in Latin America than here. In some 
countries, (e. g., Argentina) ** source of income is 
controlling as to tax liability, rather than domicile 
of the taxpayer. Residents of such countries generally 
are required to pay income taxes only on income 
derived from sources within the country and not on 
their entire income as here. Citizenship is generally 
disregarded as a basis for taxation.”® 

The classification of taxpayers between natural 
persons and corporations, so fundamental in our own 
income tax law, is not usual in Latin America. 
There, the distinction is of importance chiefly as re- 
gards personal exemptions. Instead, there is a very 
detailed classification of income according to its 
source with taxes at varying rates applied to the dif- 
ferent classifications (or categories as they are called) 
without regard to whether the taxpayer is an indi- 
vidual or corporation. While the various categories 
differ from country to country, generally speaking, 
they classify income between 


(1) income from investments, such as interest and divi- 
dends; 

(2) income from commerce and industry; 

(3) wages and salaries; 

(4) income from professions (which includes bull fighting 
in Mexico) and 

(5) rentals from real estate. 


In any particular country there may be more or less cate- 
gories than these, with varying lines of demarcation.” 


27 Argentina, Art. 1, Law 11,682 of 1933 compiled text. See official 
compilation, Impuesto a los Réditos (Buenos Aires, 1939). 

28 Exceptions include the United States and Mexico, Carroll, Dis- 
criminatory and Extra-territorial Taxation. Proceedings No. 15, 
American Foreign Law Association, December, 1939. 

2? See Mexico, Income Tax Law of March 18, 1925; Chile, Law 6457 
of October 18, 1939; Brazil, Law 4984 of Dec. 31, 1925. See compila- 
tion by Baleeiro, O Imposto Sobre a Renda (Bahia, 1939). 
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In fixing the tax rates, the tendency is to favor 
income from personal services and professions with 
the lower rates, while imposing higher rates on income 
from investments and business and industry. The 
rates for the other categories usually fall in between. 
Income from business and industry often is taxed at 
a sliding scale or a progressive surcharge or excess 
profits tax imposed thereon. Also income sent abroad 
or that of nonresidents frequently is taxed at a higher 
rate than other income.*° 

The question of within what category a particular 
income falls may be very troublesome. 

In the case of the foreign service company to which 
I have already referred, which was recently carried 
to the Supreme Court of the country concerned, it 
was held that a New York corporation under contract 
to render management, supervision and_ technical 
services to a local corporation, the services, however, 
being rendered outside of the country, was required 
to pay taxes under the third and not the fifth category. 
The third category covers income from commerce or 
industry and all other income not specifically included 
in one of the other five categories. The fifth category 
covers income from personal services. This decision 
in itself was not surprising or unreasonable as there 
were good arguments on the government’s side. How- 
ever, | want to tell you something more about the 
details of this case because it not only illustrates the 
difficulty, which frequently arises, of determining 
within what category a particular income falls, but 
also illustrates the unexpected disasters into which 
the taxpayer may unwittingly fall. 

I have already explained to you how a total of 
seven years’ taxes was involved before the Supreme 
Court decision was rendered in favor of the govern- 
ment. No expenses were deductible under the fifth 
category under which the company filed, and there- 
fore, the taxpayer showed none in its returns. The 
taxpayer had assumed that if it lost its case in 
the courts and was compelled to pay the tax under the 
third category it would be permitted to amend its 
returns in order to conform them to returns for third 
category taxes and thus show its expenses. The tax 
rate under the fifth category was a third (or less) of 
that under the third category, but after deducting 
expenses the total third category taxes would have 
been about the same as the fifth category taxes 
actually paid. Thus, although the taxpayer lost its 
case before the courts, it did not see how it could be 
assessed additional taxes, interest or penalties. In 
fact, the only reason why the taxpayer had contested 
the ruling of the tax authorities at all was that the 
nature and extent of its business was such, and the 


*®e.g. Chile, Art. 56(a), Law 6457 of October 18, 1939: Panama, 
Par, 2, Art. 2, Law 49 of December 24, 1934. 
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requirements regarding proof of expenses were so 
technical and involved, that it was very troublesome 
and expensive to segregate and prove the amount of 
its expenses corresponding to the particular contract 
involved and hence deductible under the third cate- 
gory. Imagine, therefore, the taxpayer’s dismay 
when, after losing its appeal before the Supreme 
Court, the tax authorities refused to permit it to 
amend its returns and therefore it was required to 
pay the high third category rate on its gross income 
from within the country for the entire seven-year 
period, plus penal interest of 1% per month. 

In passing, I should like to point out that in all 
probability the decision of the Supreme Court on the 
merits of this case was influenced in no small degree 
by the idea, very prevalent in Latin America, that the 
services of a corporation can never in legal theory 
be considered as personal, professional or technical, 
and that if a corporation, through its personnel, does 
render such services in fact, it does so as a commercial 
or business enterprise and the services in the eyes of 
the law lose their technical or professional character. 
This rule, if kept in mind, may avoid a lot of trouble, not 
only tax-wise but sometimes in other respects as well. 


Gross Income 


Gross income for purposes of income tax in Latin 
America usually does not vary greatly from gross 
income as defined in our own income tax law except 
as the same may be affected by restriction as to 
source or by varying and unsettled rules regarding 
capital gains and losses and treatment of exchange 
adjustments on foreign money items. 


Exchange 


Questions arising from exchange fluctuations com 
plicate greatly the application of income tax laws in 
vatin America to foreign investors and business men. 
Latin Ame to f g t 11 
This problem is so important that the foreign investor 
or business man may find that the giving of proper 
consideration to exchange fluctuations, makes the 
difference between a profitable or a losing enterprise. 
Nevertheless, as far as I know, no theoretically or 
practically satisfactory solution for all phases of this 
problem has ever been discovered. 

Exchange is of importance in several respects but 
space permits me to mention but two of the more 
important ones: 

First: There is the question of exchange loss or profit 
resulting from the restatement from time to time in local 
currency of long term foreign currency obligations, or from 
their payment at rates different from those prevailing at the 
time when incurred. Chile apparently includes such adjust- 


ments, where actually realized, in income, whereas in Colombia 
the contrary rule is followed." There is the correlative ques- 





31 Chile, Sentence of May 27, 1938, Court of Appeals of Valparaiso. 
Seguros e Impuestos, No. 115, August, 1938. Colombia, Res. 40- 
of April, 1937 (unpublished), Jefatwra de Rentas. 
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tion of exchange profits or losses resulting from the revalua- 
tion of fixed assets to offset corresponding adjustments of the 
kind I have just mentioned in foreign currency obligations 
assumed in connection with the acquisition of such assets. 
Such adjustments are often quite in order as the local cur- 
rency depreciation (or appreciation) which affects the amount 
of the foreign currency obligation ordinarily affects in the 
same manner and ultimately to the same extent the value 
of the assets acquired, especially when the same are not 
produced in the country. This problem is a part of the 
broader question of capital gains and losses generally, which 
is a major problem in itself and which I shall discuss in 
more detail presently. 


Second: There is the effect of exchange on the base for 
annual depreciation and amortization allowances on the capital 
used in the business. Ordinarily the base for depreciation 
and amortization is taken as the local currency equivalent at 
the time the investment was made or the business undertaken. 
However, where substantial currency depreciation occurs 
thereafter, serious injustice results to the taxpayer unless some 
adjustment in the base is made.” On the other hand, if the 
base should be fully adjusted annually for currency deprecia- 
tion, in countries where such depreciation has been rapid 
and substantial, an otherwise profitable enterprise might pay 
no income tax at all. 


Capital Gains and Losses 


The treatment of capital gains and losses is one of 
the most difficult phases of income tax legislation in 
Latin America. The importance of this matter is even 
greater in Latin American countries than in the 
United States for the foreign investor or businessman 
because of the tremendous depreciation in nearly all 
Latin American currencies which has occurred in the 
last decade and which has resulted in substantial in- 
creases in the value in terms of local currencies of 
foreign investments in those countries. In the case 
of articles which must be imported, the increase in 
value is usually directly proportional to the deprecia- 
tion in exchange. In the case of items produced 
locally, the increase in value is less direct as it must 
wait for the gradual though inevitable rise in prices 
which follows currency depreciation. Whenever the 
investment is financed by foreign money securities, 
any increase in value of the investment due to cur- 
rency depreciation is offset in fact (though not always 
in law) by a corresponding increase in the local cur- 
rency equivalents of such foreign money securities. 
However, to the extent that the investing company’s 
securities are issued in terms of local currency, this 
offsetting exchange loss cannot occur and the problem 
may be more serious. 


There is no uniform rule for treatment of capital 
gains. In most countries such legislative or regula- 
tory provisions as exist are sketchy and leave much 


for determination by the administrative officers in 
individual cases. 





2 See an opinion by Oswald Ryan, member of the Civil Aeronautics 
Authority on similar problem in connection with valuation of 
utilities for rate purposes, given in response to the request of a 
Government Commission appointed by the President of Brazil to 
draft regulations for the control of privately owned utilities in that 
country. Wall Street Journal, June 7, 1939. 


PRACTICAL ASPECTS OF TAXATION IN LATIN AMERICA 625 


The Income Tax Law of Colombia excludes from 
the computation of income capital gains or losses 
with respect to “any class of property sold, exchanged 
or disposed of in any other manner”, except as to 
taxpayers who buy or sell properties as a business.** 
Under this provision it has been held that exchange 
losses incurred on payment of foreign money obliga- 
tions are not deductible as they are capital losses. 
In other countries, however, such losses are usually 
considered as ordinary business expenses.** 

The income tax law regulations in Argentina pro- 
vide that capital gains are not taxable nor are losses 
deductible, except when the property disposed of is not 
considered as a capital investment but consists of 
goods which are bought and sold in carrying on 
business.** 

The Brazilian income tax regulations provide that 
any capital gains, which occur due to an increase in 
the value of investments because of new valuations or 
of a sale in excess of the capital originally invested 
in the property sold, are taxable. Nevertheless, in 
Brazil the books of account are usually accepted by 
the tax officials for the purpose of determining whether 
there has been a gain or loss. Therefore, if a piece 
of property is sold at its book cost against which there 
has been recorded no depreciation, there will probably 
be no taxable profit.*® 


In Mexico, although there are no specific provisions 
in the law or regulations regarding capital gains, 
except in the case of liquidation of companies, capital 
gains realized on the disposition of an asset are held 
to be taxable. By specific provision of the Mexican 
law, when a company is liquidated, the excess of mar- 
ket value over that part of the book value not previ- 
ously amortized or depreciated for tax purposes is 
considered taxable profit.*” 


In Chile, as I shall explain more fully hereafter, the 
income tax law has been interpreted by the tax 
authorities and the courts as including capital gains 
and losses in income for tax purposes whenever 
realized, except gains or losses resulting from the sale 
of real estate or stocks, bonds or other similar intang- 
ible property not obtained by one engaged in the 
business of buying and selling such property.** 


In other countries with which I am familiar, the 
law and regulations appear to be silent. 





33 Colombia, Par. 2, Art. 1, Law 78 of December 23, 1935. 

% For laws allowing exchange losses as expense deductions for the 
year incurred, see: U. S. Regulations 103, Sec. 19.22(a)-18(3), 
I. R. C. Chile: See Art. 20(a), Law 6457 of 1939, and the decision 
by the Court of Appeals of Valparaiso rendered May 27, 1938, in the 
case of Mex. & Co., Seguros e Impuestos, August, 1938. Mexico: 
Exchange losses actually realized are deductible under Art. 38, Sub- 
sections VII and X, Income Tax Regulations of 1935, supra. 

3% Argentina, Art. 25(c), Law 11,682 of 1933, compiled text, supra. 

% Brazil, Art. 56 of Law 4984 of December 31, 1925. See compila- 
tion by Baleeiro, supra, note 29. 

37 Mexico, Art. 35, Income Tax Regulations, Dec. of February 18, 
1935, supra, 

% Chile, Arts. 17 and 19(a), Law 6457 of October 18, 1939. 
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It should be axiomatic that capital gains and losses 
are only to be taken into account (if at all) for income 
tax purposes when they are realized (except possibly 
as to exchange adjustment on current assets and lia- 
bilities) and therefore mere book revaluations, either 
of assets or liabilities should not affect income for tax 
purposes. However, as I shall illustrate by reference 
to certain rulings in Chile, this cannot be taken for 
granted. Furthermore, the question of when a capital 
gain or loss is realized is often most difficult to 
answer. To the unsuspecting layman it may, in the 
eyes of the tax authorities, be realized before he 
knows it and in the most unexpected manner.*® 

In countries, such as Chile and Mexico, where it 
is permissible to offset realized exchange losses on 
foreign currency obligations against realized capital 
gains, great care must be exercised to see that the 
gains and losses are realized during the same taxable 
year, as deficits cannot ordinarily be carried over 
from one year to another. This is especially difficult 
where, as is the case under the Mexican regulations, 
in order that a deduction of any kind may be made 
from gross income, it must have been incurred and 
paid during the taxable year in which the deduction 
is claimed. 

In general, the Latin American income tax laws do 
not contain exemptions for gains realized through 
corporate reorganizations such as there is in our 
income tax law,*® so that when capital gains are tax- 
able it is usually impossible to carry out reorganiza- 
tions under which the successor corporation will 
acquire the predecessor company or companies’ assets 
at undepreciated book value, without tax liability 
resulting. This can only be done in the case of com- 
panies with foreign money obligations and when the 
exchange loss thereon is sufficient to offset any other- 
wise taxable gains and when such losses are consid- 
ered realized by the assumption of the foreign money 
obligations by the successor company. 

In order to illustrate in a concrete manner the diff- 
culties and dangers involved in this question of cap- 
ital gains and losses, particularly as affected by 
exchange fluctuations, I should like to review briefly 
certain rulings on capital gains and losses in Chile. 

Article 17 of the Income Tax Law of Chile provides 
that there shall be considered as increase in capital, 





* A technical reorganization may be carried out in such a man- 
ner that a new corporation is created, though for practical pur- 
poses it may be considered the same entity with the same assets and 
liabilities. Nevertheless, it probably would be held that a capital 
gain or loss has been realized to the extent that the predecessor 
company realizes by way of assumption of liabilities or otherwise 
any value in excess of the depreciated value for tax purposes of its 
property, since there has been a technical transfer of ownership. 
Where assets are revalued and the offsetting entry is carried to some 
reserve or to surplus and such surplus or reserve is utilized or 
distributed, it will probably be held that a capital gain has been 
realized to that extent, 

Sec. 112, U. S. Internal Revenue Code of 1939, and Subsections 
thereunder, permitting tax-free transactions pursuant to a plan of 
reorganization. 
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and not as income, the increased value which may be 
obtained by the seller over the cost of purchase of 
real property or of shares, bonds or other similar 
intangible property, except that profits obtained from 
the purchase and sale of such kinds of property shall 
be considered as taxable income of the third category 
where the operations of buying and selling are carried 
out by persons or firms which make a business of 
buying and selling such property. In passing, I should 
perhaps remind you that the third category covers 
income from commerce and industry and all other 
income not specifically taxed under any other category. 

Article 19 of the same law provides that gross 
income does not include, among other things, increase 
in capital without prejudice, however, to the exception 
specified in Article 17. It would seem that the ex- 
ception referred to is that of persons engaged in buy 
ing and selling property of the particular kind 
described in Article 17, that is, real property or shares, 
bonds or other similar intangible property. However, 
this is not the view of the tax authorities or the 
Supreme Court of Chile. 

The Tax Department in its circular No. 24 of April 
8, 1933,4' entirely disregarded Article 19 of the law 
and interpreted Article 17 as meaning that capital 
gains and losses are to be included for income tax 
purposes in respect to all forms of personal property 
other than those specifically named in Article 17, 
namely stocks, bonds and other similar securities. 

In circular No. 783 of January 22, 1935,*? the 
Department of Taxation recited a communication of 
December 21, 1934, which it had sent to the Minister 
of Finance and his reply thereto of January 27, 1935. 
The circular then stated that on the basis of such 
reply it was decided that companies which desire to 
revalue their assets in accordance with the depreciated 
currency may do so, provided that, under authority 
of their Boards of Directors, they execute a public 
deed in which they agree: 

First, that whenever it may be decided to dispose of such 
assets, whether by distribution among stockholders, to cover 
losses or by capitalization thereof, or whenever any other use 
shall be made thereof, the tax shall be paid immediately on the 
portion thereof so used; 

Second, that the tax shall be paid immediately whenever a 
transfer of ownership of the revalued properties is made; 

Third, that whenever any of the foregoing circumstances 
occur, the companies will not claim any legal prescription 
and that they formally admit that at such time the profits 


shall be considered as having been realized and that the taxes 
are payable. 


The Department’s position was hopelessly incon 
sistent under this ruling. If, as apparently admitted 
by the communication of the Director of Internal 
Revenue to the Minister of Finance of December 21, 
1934, no tax on capital gains is payable until the cap- 





41 Chile, Circular No. 24 of April 8, 1933, Bordali 5., Hl Impuesto 
a la Renta, 40 (Santiago, 1934). 
* Chile, Circular No. 783 of January 22, 1935. 
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ital gain is realized, and if it is not realized by mere 
book adjustments of values, it is difficult to see how 
any period of prescription could possibly run from 
the making of such book adjustments, and therefore 
why it should be necessary to renounce prescription 
in a public instrument. Moreover, it will be noticed 
that under this ruling the amount of the taxable profit 
was apparently fixed at the time of book revaluation, 
the only question being the time when the tax would 
become payable; hence, any future decrease in value 
would not affect the amount of tax ultimately pay- 
able. This could only be on the theory that the tax 
was really due at the time of the revaluation, and the 
Tax Department was granting the taxpayers a favor 
in deferring payment, but if this was the correct inter- 
pretation of the law, the Tax Department had no 
authority to defer payment. Nevertheless circular No. 
783 was followed by the tax authorities until July 1938. 


On November 27, 1937, the Supreme Court of Chile 
handed down a decision in a case known as _ the 
Schmidt case.*® Schmidt was a broker who revalued 
at the end of each year his securities on hand at then 
current market prices. The Tax Department, follow- 
ing its circular No. 783 held that any such increase 
or decrease in the book value of his securities was to 
be included in income for tax purposes. The Supreme 
Court, however, reversed the Tax Department and 
held that book revaluations do not constitute taxable 
income even in the one case where capital gains are 
expressly made taxable by Article 17 of the income 
tax law, namely, in the case of persons (like Schmidt) 
engaged in the business of buying and selling prop- 
erty of the kind there described. The court in this 
case also stated (although this was obiter dictum) 
that capital gains are not taxable even if realized 
except in the case of such persons. This is in accord- 
ance with Article 19 of the Income Tax Law. How- 
ever, notwithstanding its statement in this case, the 
Supreme Court, six months later, in the Bank of 
Orsono case decided on May 20, 1938,** adopted the 
views of the Tax Department and ignored Article 19, 
holding that capital gains, if realized, are taxable 
unless they are of the kind specifically exempted by 
\rticle 17. 

On July 1, 1938, the Director of Internal Revenue 
issued a new circular No. 44* rescinding his circular 
No. 783 of January 22, 1935, thus accepting the view 
that book revaluations are not taxable until realized. 
In so doing he stated that it was in order to harmonize 
the Department’s practice with the decisions of the 
Supreme Court in the Schmidt and other subsequent 


Chile, Supreme Court Sentence of November 27, 1937, Seguros 
e Impuestos, No. 107 of December, 1937. 

“Chile, Supreme Court Sentence of May 20, 1938, Seguros e 
Impuestos, No. 115 of August, 1938. 

" Chile, Circular No. 44 of July 1, 1938, Seguros e Impuestos, 
No. 115 of August, 1938. 
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cases. However, the Tax Department had accom- 
plished what it really set out to do, namely, to eliminate 
Article 19 from the law by administrative and judicial 
interpretation and thus obtain the right to tax 
realized capital gains of all kinds other than those 
mentioned in Article 17. 


[ had thought that the matter had been thus finally 
settled, although not in accordance with what ap- 
peared to me to be the proper interpretation of the 
law. However, in October, 1939, the Supreme Court 
handed down another decision in the Jmparcial case * 
which again seems to cast doubt upon the extent to 
which realized capital gains are taxable. In this case 
the court held that where a newspaper which had a 
value upon the books of its owner of 400,000 pesos 
was sold for 800,000 pesos, the difference would not 
be considered as taxable profit, but rather an increase 
in capital represented by good will and literary value 
of the newspaper not taxable under Article 19 of the 
Income Tax Law. The court further ruled that 
the burden was on the Government to establish that the 
excess of sale price over book value represented a 
taxable income and the Government had not sustained 
this burden. In principle it seems difficult to dis- 
tinguish between a sale of a newspaper for book value, 
plus something for good will not capitalized on the 
books, and a similar sale of any other business. Pos- 
sibly the court in this decision was influenced by its 
feeling that the actual investment in the newspaper 
probably was much greater than that shown on the 
books as the evidence showed that the owner of the 
newspaper no doubt had incurred substantial losses 
in building up its circulation which were not capi- 
talized. However, the saine might be said of almost 
any other business and therefore under this decision 
the seller of any business should be entitled to offset 
against taxable gain any losses, whether capitalized 
or not, incurred in developing the business. 

The Director of Internal Revenue has ruled ** that 
where the increased value of assets is distributed to 
stockholders by way of dividends, recapitalization, or 
otherwise, not only must the security holders receiv- 
ing such distribution pay the tax of the second cate- 
gory (which covers interest and dividends or other 
forms of income derived from ownership or possession 
of intangible property), but also that the company 
making the distribution pay the tax of the third cate- 
gory, which applies to the profits from business and 
industry. This seems clearly wrong, except when the 
distribution is in cash, as the company has not realized 
any profit unless it has first sold the property to get 
cash to make the distribution. 





4 Chile, Supreme Court Sentence of October 23, 1939, Seguros e 
Impuestos, No. 129 of October, 1939. 

47 Chile, Circular No. 15451, Direccién General de Impuestos In- 
teriores, Seguros e Impuestos, No. 118 of November, 1938. 
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[t is also interesting to note that the Supreme Court 
of Chile has held ** that when a corporation issues its 
shares at a price in excess of the par value thereof, 
and credits such excess to profit and loss, (or other 
than to capital) such excess represents taxable in- 
come even though not realized by distribution to 
stockholders or otherwise, since it does not fall 
within the exception of Article 17 which includes 
exemption of capital gains on the purchase and sale 
of securities. The court said that shares which have 
not been previously issued cannot have been pur- 
chased, and hence have not been “purchased and sold” 
as stated in Article 17. Thus is the acquisition of 
capital on issuance of securities converted by adminis- 
trative or judicial ruling into income. 

Finally, in the case of Felix Corte, decided Janu- 
ary 3, 1939,*° the Supreme Court held that discharge of 
a debt, expressed to be payable in gold pesos, at not 
more than its current equivalent in legal tender would 
not result in any taxable gain to the creditor, not- 
withstanding the fact that the amount of the legal 
tender pesos thus received, although only about one- 
half of the then value in legal currency of the gold 
pesos specified in the contract, represented an in- 
crease of 200% over such value of the gold pesos at 
the time the loan was entered into. The court held 
that the creditor had received a value less than that 
which had been originally lent to the debtor. It would 
seem to follow that repayment of such an obligation 
in an amount less than its current value in legal 
currency would result in a deductible loss to the 
creditor, but apparently it had not occurred to the 
creditor to ask for such a deduction. Also, I wonder 
if the tax authorities recognized a loss to the debtor 
who had to pay off his debt in depreciated currency. 

Now, after all these decisions, I ask you—if a client 
inquired of you what is a taxable capital gain in Chile, 
what would you tell him? Probably what I did—that 
you don’t know. 


Deductions and Gross Income 


I shall not attempt a detailed discussion of the 
deductions allowable from gross income but shall 
confine myself to a few comments of general interest. 

sy and large, the deductions permitted are not very 
definitely stated in the income tax laws, but are left 
to be determined by the administrative authorities 
in the regulations. Such regulations usually follow 
more closely the accounting records of the taxpayer 
for purposes of determining net taxable income than 
is the custom in the United States. However, this 
rule is usually applied so that although the taxpayer 
cannot make greater deductions than he shows in his 





4 Chile, Supreme Court Sentence of May 
Impuestos, No. 115 of August, 1938. 

# Chile, Supreme Court Sentence of January 3, 1939, Seguros e 
Impuestos, No, 121, February, 1939. 
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records, the government reserves the right to order 
reductions or eliminations. 

The determination of the annual allowance for 
depreciation (and of amortization of non-depreciable 
property where allowed) is subject to varying rules 
in different countries. 

Thus, in Brazil the law provides that deduction for 
depreciation must be “reasonable in amount,” but in 
practice the net income as shown on the taxpayer’s 
books is usually conclusive as to the taxpayer, though 
not as to the government.” 

In Argentina, until November, 1935, the regulations 
provided that in no event should the amount for 
amortization or depreciation taken for tax purposes 
exceed that shown in the taxpayer’s accounts.” 
However, at that time this rule was amended so that 
now “reasonable” deductions for such purposes may 
be made without reference to the amounts actually 
shown on the books.*” 

In Chile the depreciation deduction allowable is a 
reasonable amount.** However, in practice the maxi- 
mum amount allowed is that shown on the taxpayer’s 
books, and in some instances, the tax authorities have 
reduced the amounts so shown. 

In Colombia the amount deductible for depreciation is 
a “reasonable amount” determined on a fixed and con- 
stant annual basis,** but no provision of the law or regula- 
tions requires that book depreciation be used. But a recent 
decision of one of the administrative tribunals holds that 
the taxpayer cannot assert that the amount entered on 
his books is unreasonable, that is, he cannot claim 
more than the amount that he has so entered. 

In Mexico the law reads almost the same as in 
Colombia,’ but it is interpreted differently. The 
percentage of allowances for depreciation and amorti 
zation is determined for each taxpayer when he files 
his first return and needs not conform to the amounts 
actually recorded on the books. Once the percentage 
is fixed for any particular taxpayer, under the law as 
interpreted in Mexico, it can never be changed by the 
taxpayer, and only the authorities may order it in- 
creased where property has been totally destroyed or 
retired from the business.*® 

(To be continued) 
50 Brazil, Art. 55, Law 4984 of Dec. 31, 1925, compilation by 


Baleeiro, swpra, note 29. Chile, Art. 20(F), Law 6457 of October 18. 
1939, 

st Argentina, Art. 49, General Income Tax Regulations of June 1, 
1933, as amended. The Argentina Income Tax Laws and Regulations 
thereunder, compiled and translated by Marval, Huntington and 
Marval. 

52 Argentina, Art. 102, General Income Tax Regulations of January 
2, 1939, 

53 Chile, Art. 20(F), Law 6457 of October 18, 1939, 

* Colombia, Arts. 57 et seq., Dec. 818 of April 15, 1936. 

55 Mexico, Sec. II, Art. 34, Income Tax Regulations of February 
18, 1935, 

56 Mexico, Arts. 34, 38 (Secs. II, III) Income Tax Regulations of 
February 18, 1935. However, the amounts actually taken for income 
tax purposes for depreciation and amortization must also be recorded 
on the company’s records. In practice, this is done by means of 
contra accounts. Art. 38, supra, has been amended by Decree of 
January 31, 1940, but not as regards depreciation or amortization. 
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HE miscellaneous taxes of New York City, 
sometimes referred to as the emergency or 
special taxes, were enacted “to relieve the 

people of New York City from the hardships and 

suffering caused by unemployment.” 

The various miscellaneous taxes in the order of their 
importance and in the order of the amount of revenue 
produced are as follows: naiete Mane 
of Revenue Collected 


in 1938 
Retail Sales Tax ; $47 ,500,000.00 
Gross Receipts (or Business Tax) 10,000,000.00 
Public Utilities Tax 6,500,000.00 
Cigarette Tax 4,850,000.00 
Personal Property Tax 777,000.00 
Conduit Company Tax 246,000.00 
Occupancy Tax .... 600,000.00 


Exclusive of the occupancy tax, the revenue col- 
lected by New York City in 1938 from the emergency 
taxes amounted to approximately $70,000,000.00. 

The occupancy tax, while not strictly an emergency 
tax, was enacted to obtain funds to pay interest on 
bonds for the purpose of financing low rent housing 
and slum clearance projects. 

It might be of interest to note the following figures 
of tax collections of the various governmental units. 
The tax collections for the year 1938 were approxi- 
mately as follows: 


Federal $ 6,034,000,000.00 
State 3,857,000,000.00 
Local 4,920,000,000.00 


$14,811,000,000.00 

There are approximately 175,000 local tax units in 
this country. 

New York City experimented with many types of rev- 
enue measures before adopting its present emergency 
laws. For example, it tried the city estate tax, which was 
later repealed. The inheritance tax was in effect for a 


* Attorney, Brooklyn, N. Y. 
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period of about one year, and then it was repealed with 
a provision for refunds of the amounts collected. 

A city income tax was also passed. New Yorkers 
were already burdened with federal and state income 
taxes and a state emergency tax as well, but the city 
officials thought a city income tax would also be neces- 
sary to meet the requirements of relief that arose as 
a result of the unemployment situation. The City 
Board of Aldermen reconsidered, however, and later 
very wisely repealed this local income tax law in 1935 
before it became effective. 

In 1933 the city also considered a tax on stock 
brokers and also a stock transfer tax, but the Stock 
Exchange threatened to move to New Jersey or some 
other state. Asa result of this and other opposition 
the plan to tax the stock exchange and stock transfers 
was abandoned. 


Enabling Act 


The New York State Legislature passed the first 
of a series of Enabling Acts empowering the City of 
New York to impose special taxes for unemployment 
relief. The first of the Enabling Acts was known as 
the Buckley Act? which became effective August 29, 
1933. The following year the New York State Legis- 
lature passed another Enabling Act—known as Chap- 
ter 873, Laws of 1934. This act provided as follows: 


“To enable temporarily any city of the state having a 
population of one million inhabitants and more to adopt and 
amend local laws, imposing in any such city any tax and/or 
taxes which the legislature has or would have power and 
authority to impose to relieve the people of any such city 
from the hardships and suffering caused by unemployment 
and to limit the application of such local laws”. 

The Enabling Act was very broad in its scope. It 
practically permitted New York City to pass any 
taxes which the State had the power and authority 
to impose. 


~ IN, Y. Laws, 1933, C. 815. 
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Retail Sales ‘Tax 

The most important of the New York City miscel- 
laneous (or emergency) taxes is the retail sales tax. 
This tax strikes home most. On almost every item 
one purchases in New York City he is required to 
pay a sales tax. 

The present law * imposes a 2% or a 3% tax upon 
the receipts from every taxable sale in the City of 
New York for the period from July 1, 1940 to June 30, 
1941, 

The tax is imposed on all sales of tangible personal 
property made at retail and services rendered in the 
City of New York. 

A retail sale is a sale to any person for any purpose 
other than for resale in the form of tangible personal 
property. 

“Service” is the sale of gas, electricity, refrigera- 
tion, steam, telephone and telegraph service for do- 
mestic or commercial use. 

There are a number of exemptions to the sales tax 
which are not taxable. Some of these exemptions are 
as follows: 

(A) Food for human consumption such as cereals and 
cereal products; 


Milk and milk products; 

Meat and meat products; 

Fish and fish products; 

Vegetable and vegetable products, etc. 


(B) Receipts from sales or services by or to the State or 
City of New York for governmental or public purposes; or 
sales to or by Federal Government; or semi-public institutions. 

(C) Receipts from sales of tangible personal property for 
the construction or exhibit at world’s fair. 


The 2% rate of taxation applies generally on the 
sale of tangible personal property, while the 3% rate 
applies on the sale of gas, electricity, refrigeration, 
steam, etc. The 3% rate also applies to the sale of 
wines, liquors and other alcoholic beverages except 
beer. It seems that the poor man’s drink, beer, is 
exempt from the tax. 

[In order to eliminate fractions of a cent the follow- 
ing schedule of amounts applicable to the 3% tax was 
established by the Comptroller: 

13-42¢ including 1l¢ tax 


43-82¢ including 2¢ tax 
83-99¢ including 3¢ tax 


On each even dollar of purchase—3¢ plus the above 
rate on the amount in excess of even dollars. 

The schedule of amounts applicable to the 2% tax 
is as follows: 


13¢ to 62¢ including 1¢ tax 
63¢ to 99¢ including 2¢ tax 


and on each even dollar of purchase a 2¢ tax plus the 
above rate on the amount in excess of even dollars. 
Every vendor (including manufacturers, whole- 
salers and jobbers) and every person purchasing tan- 
gible personal property for resale is required to file 


2 Local Law No. 79. 





October, 1940 


with the City Treasurer a Certificate of Registration 
on a form prescribed by the Comptroller for the pur- 
pose of obtaining from the treasurer a certificate of 
authority empowering such vendor to collect the tax 
or such purchaser to furnish his vendor with a resale 
certificate.* The certificates are neither assignable 
nor transferable, and they are required to be surren 
dered to the treasurer when the vendor ceases to do 
business at the place named in the certificate. 

The form of certificate of registration is a small 
card measuring three by five inches. It simply re- 
quests the name of firm or individual, the signature, 
kind of business, address of place of business and date 
business began. 


When the sales tax was first enacted in 1934 the 
Comptroller obtained the codperation and assistance 
of the Police Department. Every retail place of busi- 
ness was visited by a police officer with certificates 
of registration cards and the police officer required 
each retailer to fill out such registration card. These 
cards were then sent to the Comptroller. Shortly 
thereafter the Comptroller mailed to each person who 
had sent in the registration card, a certificate of au- 
thority. Later the police went from store to store 
to check whether each retailer displayed a certifi- 
cate of authority showing that he had registered with 
the Comptroller. If he did not have any such certificate 
of authority, he was required to fill out a registration 
card, if he had not already done so. Some time there- 
after the quarterly tax had been paid and the Comp- 
troller’s office mailed to the vendor a receipt for the 
tax paid which the retailer was required to display. 
The police were again sent from door to door to see 
and check up on those who had not filed. When the 
law was first enacted this method had been followed 
and employed very effectively and very thoroughly. 
It seems that lately, however, the police have not been 
employed “to follow through”, probably because of the 
fact that the city tax authorities feel that practically 
all of the city’s retailers have registered and file their 
tax reports when due. 

The city sales tax was held to be constitutional in 
Garfield v. New York Telephone Co. et al.* In this 
case a motion was made for judgment on the plead- 
ings assailing the constitutionality of Local Law No. 
24 (1934), known as the Sales Tax Law, which was 
enacted pursuant to the Enabling Act. The law was 
held valid and the complaint was dismissed. This 
decision was later affirmed by the New York Court 
of Appeals.” 


The Enabling Act (chapter 815 Laws of 1933) 
empowering the City to enact the public utility tax 





3 Article 16, Rules and Regulations, City Sales Tax of Dec. 2°. 
1938. 


4278 N. Y. Supp. 752 (March, 1935). 
5 268 N. Y. 549, 198 N. E. 398. 
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is constitutional.® In this case the New York Court 
of Appeals unanimously sustained the validity of the 
Enabling Act. Chapter 815, Laws of 1933—known as 
the Buckley Act. 

The state gasoline tax should not be included in 
the price of gasoline in fixing the city sales tax. 
Socony v. City of New York." The court held that 
the original regulations of the City Comptroller which 
included the state gasoline tax within the receipts 
taxable under the Local Law was void. The Enabling 
Act did not authorize a tax upon a tax, and the Regu- 
lation known as article 88 was null and void in so far 
as it purports to include the New York State Tax in 
the receipts from a sale of gasoline on which the sales 
tax is assessed. The regulations have since been 
changed and the tax is now imposed upon the retail 
price of gasoline less the state gasoline tax. The 
federal gasoline tax, since it is imposed upon the pro- 
ducer and not upon the consumer, should be included 
in the base upon which the tax is imposed. To illus- 
trate—a gallon of gasoline is sold for 18¢—which 
includes a 4¢ state and a 1¢ federal tax. The sales 
tax should be on the basis of 14¢ per gallon and not 
18¢ or 13¢. 

In Kesbec v. McGoldrick *® the vendor of gasoline 
collected the city sales tax on the retail price of gaso- 
line which included the state gasoline tax and pays 
under protest the full amount of the tax collected. 
The court held he is not entitled to a refund of that 
portion of the sum paid which represents the sales 
tax on the state gasoline tax, since he has no bene- 
ficial interest in that sum. If the original purchaser 
had sued, however, then the decision would have been 
different, or if the gasoline dealer had previously re- 
funded the tax to his customers, it would be decided 
otherwise. But it seems that as between the City 
and the gasoline station owner the court felt that the 
City should prevail. 


Interstate and Foreign Commerce 


In National Cash Register v. Taylor® the contract 
came into existence at a place outside the State of 
New York and its terms contemplate and require the 
goods sold under it to be delivered from without the 
state. Here the orders were taken for merchandise 
in New York City subject to confirmation at the 
office of the seller outside the state and to be filled 
by the seller from its factory or warehouse outside 
the state directly to the purchaser, or to the seller’s 
agent in the city for the purchaser. The court held 
such sales are not subject to the city sales tax. The 





6 New York Steam Corp. v. City of New York, 268 N. Y. 137, 197 
N. E. 2. 

7 Socony v. City of New York, 247 App. Div. 163, Affd. 272 N. Y. 
Mem, 669. 

‘253 App. Div. 353; modified, 278 N. Y. 293. 
* 252 App. Div. 90; aff’d, 272 N. Y. 668. 
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court further held that since the state has no power 
to impose a sales tax upon such transaction, the state 
could not empower the city to do so. 

In Sears Roebuck v. Taylor*® the question was 
whether a New York corporation doing an ordinary 
department store business in New York City is im- 
mune under the Commerce Clause from collecting the 
sales tax from its purchasers on sales which do not 
require shipments from its warehouse outside the 
state but, in practice, are generally so filled. 

Orders accepted at retail stores in New York City 
and filled by interstate shipment of goods at option 
of vendor were held taxable. 

In Felt Tarrant v. Taylor (McGoldrick v. Felt Tar- 
rant)*** however, the United States Supreme Court 
reversed the New York State Court of Appeals. Add- 
ing machines were sold in the City of New York 
through solicitation of orders by salesmen, which 
orders were subject to acceptance at the home office 
of the manufacturing company outside the state and 
were to be filled from outside the state directly to the cus- 
tomers in New York City. The New York courts 
held that this sale was in interstate commerce and 
not subject to the city sales tax. The United States 
Supreme Court reversed the New York Court of Ap- 
peals, however, and held that since the tax was im- 
posed on the merchandise for which orders were taken 
within the city and possession of which was trans- 
ferred to the purchaser there, the tax so laid does not 
infringe the commerce clause. The decision in this 
case (im the United States Supreme Court) was con- 
trolled by the decision in the Berwind White Co. case." 

In McGoldrick v. Berwind White Coal Mining Co. a 
sales tax was imposed on coal delivered in New York 
City pursuant to a contract made in New York City 
contemplating delivery after shipment of the coal in 
interstate commerce. The United States Supreme 
Court held that it was not an unconstitutional burden 
on interstate commerce under the commerce clause of 
the United States Constitution. The tax does not 
operate to regulate interstate commerce to an extent 
which impairs the powers of Congress to regulate 
such commerce. 

In Campagnie v. McGoldrick,’* which is usually re- 
ferred to as the French Line case, the New York court 
held that the sale of fuel oil from tanks in New Jersey 
to ships engaged in interstate commerce or foreign 
commerce docked in a New York port, was a sale 
in interstate commerce and therefore not subject to 
the city sales tax. Judge Finch of the New York 
Court of Appeals dissented from the majority opinion 
in the French Line case. Judge Finch in his minority 





10 254 App. Div. 669; affd. 279 N. 184. 

a Decided by U. S. Supreme Court Jan. 29, 1940. 

11 Decided by U. S. Supreme Court on Jan. 29, 1940. Reported in 
New York Law Journal, Feb. 1, 1940. 
12254 App. Div. 237, affd. 279 N. Y. 192. 
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opinion felt that the sale was subject to the New 
York City sales tax. He stated that the contract 
involved in this case was made in New York for 
delivery in New York of a standard kind of oil pro- 
curable in the open market in New York or elsewhere. 
While customarily coming from New Jersey, it was 
admitted in some instances the seller had resold oil 
which it had purchased in New York. When sold and 
delivered in this state, the fact that it may thereafter 
be used in foreign commerce does not prevent it from 
being taxable here. Since no burden is laid on inter- 
state commerce, as such, and no other or different 
burden than if deliveries had been made by intrastate 
transportation in New York, the tax is a nondiscrimi- 
natory one and cannot in any view constitute an undue 
burden on interstate commerce. The dissenting opinion 
then cites Wiloil Corp. v. Pennsylvania to support 
its contention. In the Wiloil case goods were carried 
from one state and then reached their destination in 
another state. In the latter state they were held in 
the original packages for sale. The United States 
Supreme Court held that the latter state has the 
power to tax them as it does other property within 
its jurisdiction. 

In the French Line case the United States Supreme 
Court on March 25, 1940, reversed the New York 
Court of Appeals on the interstate commerce question 
and remanded the case to the Court of Appeals of 
New York to determine whether the tax was one on 
foreign commerce, since the question relating to for- 
eign commerce was not properly before the court and 
not raised below. 


Future Delivery 

The New York Appellate Division, First Depart- 
ment, held in Gunther’s Sons v. McGoldrick that 
the sales of furs during the spring and summer months 
by a New York City corporation for delivery outside 
the city and state, with so-called “free storage” of 
furs until such time as the customers request delivery 
during the winter months, are incomplete, and are not 
consummated until delivery outside the city and ac- 
ceptance; said sales are, therefore, not subject to the 
New York City Sales Tax. This was later affirmed by 
the New York Court of Appeals. 

In the case of United Artists v. Taylor, which was 
cited by the court in the Gunther case, the court an- 
nulled the Comptroller’s determination imposing a tax 
upon the licensing of motion picture films for exhi- 
bition outside the territorial limits of New York City. 
A license to exhibit motion pictures, though executed 
within the city, is not taxable where the license re- 
quires that it be exercised beyond its territorial limits. 
"19.204 U. S. 169. 


4 Decided June 24, 1938. 
1% 273 N, Y. 334. 
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Of course, the license to exhibit motion picture films 
in the New York City area is taxable under the New 
York City Sales Tax Law. 


Retail Sales 


A “retail sale” or “sale at retail” means a sale to 
any person for any purpose other than for resale in 
the form of tangible personal property. In the case 
of Mendoza Fur Co. v. Taylor *® the New York Court 
of Appeals held that the sale of chemicals to a fur 
dyer who employs them in the process of dyeing 
materials owned by other persons, is not a sale for 
resale and is therefore subject to the retail sales tax. 

The tax is also imposed upon receipts from the sale 
of refrigeration, steam, gas and electricity for do- 
mestic or commercial use and upon every sale of 
telephone and telegraph service of any nature for any 
use for a consideration. In Merchants’ Refrigerating 
v. Taylor, the Court of Appeals held, reversing the 
Appellate Division,’ that the cold storage warehouse 
business does not sell refrigeration service by the 
cooling of rooms for the preservation of merchandise 
and is not subject to the city sales tax. 

The tax is also imposed upon receipts from the 
retail sale of wine and liquors and other alcoholic 
beverages. The sale of malt and other malt beverages 
is not taxable. In Luchow v. Taylor? the court held 
that the sale of beer in restaurants and other places 
for consumption on the premises is not subject to the 
New York City Sales Tax, even though it is served 
to be consumed with food. But this was later changed 
by the 1938 New York City Sales Tax Law. Article 57 
of the New York City Sales Tax Regulation now pro- 
vides that where a charge to a restaurant patron is 
$1.00 or more the price of beer is now included in the 
sale under the new law. 


Semi-Public Institutions 


“Semi-public” includes those charitable and reli- 
gious institutions which are supported wholly or in 
part by public subscriptions or endowment and are 
not organized or operated for profit. Semi-public in- 
stitutions are not required to pay or collect the tax 
upon the receipts from purchases, sales or services 
used or consumed in connection with the operation 
of their institutions. They are not exempt, however, 
from the tax on the receipts from sales or purchases 
in connection with other property they own, and not 
used for charitable or religious purposes. 

Also receipts from sales or services by or to the 
State or City of New York for governmental pur- 
poses or public purposes are not taxable. 





27a Dee Be BIO. 

27> i. &- ¥0S- 

18 2902 N. Y. S. 1000. 

19 275 N. Y. Mem. 84 (Oct. 5, 1937), affd. A. D. 
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The Y.M.C.A. is a semi-public institution and 
therefore is not subject to the city sales tax. Y.M.C.A. 
v. City of New York.?° 

New York University is also an illustration of an 
exempt institution. 

In the Trustees of Sailor’s Snug Harbor v. McGold- 
rick, the court held that the New York City Sales 
Tax does not attach to the purchase by the Sailor’s 
Snug Harbor of New York of equipment used in con- 
nection with the operation of its real property, since 
the corporation is a semi-public charitable institution 
supported wholly by endowment and not organized 
or operated for profit, and, consequently, is entirely 
exempt from the payment of the tax. 

The city sales tax is an allowable deduction from 
the gross income on both the state and federal income 
tax reports. 

Of all the emergency taxes, the city retail sales tax 
has proven to be a source of substantial revenue to 
the city for unemployment relief. 


Gross Receipts or Business Tax 


This tax is imposed on receipts from the sale of 
property or services without deducting the cost of 
the property or services sold.” 

Sales of real property or rents derived from real 
property are exempt. 

The present rate of tax is 1/10 of 1% of gross 
receipts, except that financial businesses are taxed 1/5 
of 1%. 

A business or profession, other than financial busi- 
nesses, whose gross receipts do not exceed $10,000.00 
need not file a return. The present tax is based on the 
income for the calendar year 1940. 

The revenue derived from this tax, like the retail 
sales tax, is for the purpose of unemployment relief. 

Every person is required to pay an excise tax for 
the privilege of exercising for gain or profit within the 
City of New York any trade, business, profession, 
vocation or commercial activity. 

The exemptions under this tax include the following: 


1. Where gross receipts are under $10,000 per annum. 


2. Receipts of City or State or of United States Govern- 


ment. 

3. Receipts of charitable or religious institutions. 

4. Sale of real property or rentals derived from real estate. 
5. Salaries and wages of individuals. 

6. Services and transactions of national banks, trust com- 
‘anies and mutual savings banks. 

7. Receipts of world’s fair corporation—preparing for and 
conducting world’s fair. 


Financial Business 


The $5,000.00 exemption formerly granted to a 
financial business has since been eliminated. At 


20 287 N. Y. S. 287, 159 Misc. 539, 251 A. D. 821, affd. 276. 

21255 A. D. 64. 

22 Local Law No. 78 for year 1940, in operation from July 1, 1940 
to June 30, 1941. 
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present the tax applies to all gross income received 
in and/or allocable to the City of New York. 


The report under this tax is required to be filed 
once a year, on the fifteenth of June. The retail sales 
tax returns, however, are required to be filed quar- 
terly on the twentieth of the month following the 
quarter. For example, for the quarter (months of 
January, February, and March, 1940), the report on 
retail sales is required to be filed and the tax paid on 
or before the twentieth of April, 1940. 


Under the gross receipts tax the persons who are 
engaged in financial business are taxed on the basis 
of gross income; while those engaged in business or 
a profession are taxed on the basis of gross receipts. 

Included in the taxable sales are all shipments 
made by a person having a business in New York 
City to customers outside the city, but within the 
state. For example, if a manufacturer ships mer- 
chandise to a customer in Buffalo, that sale is taxable 
under the gross receipts, though it would not be tax- 
able under the Retail Sales Tax Law of New York 
City. 

Local Law No. 103 of 1939 which imposed this tax 
for the fiscal year ending June 30, 1940, has not yet 
been tested in the courts. This question may arise in 
connection with the provision relating to allocation of 
receipts from interstate commerce. Prior to 1938 if 
goods were shipped outside the state by a New York 
City business they were not taxable. But since the 
enactment of Local Law No. 20 of 1938, Local Law 
No. 103 of 1939, and Local Law No. 78 for the year 
1940, the city has attempted to allocate and apportion 
the receipts from sales and services in interstate 
commerce. 


In Miles v. Department of Treasury,” the Indiana 
Law was held to be constitutional, and an appeal 
from that decision was dismissed by the United States 
Supreme Court.*4 


In a later case, Adams Manufacturing Co. v. Storen, 
et al.,?> the United States Supreme Court held that 
the tax is unconstitutional so far as it attempts to tax 
gross income from business carried on in interstate 
commerce. In holding the tax unconstitutional in 
this respect the Court said: 


“The vice of the statute as applied to receipts from inter- 
state sales is that the tax includes in its measure, without 
apportionment, receipts derived from activities in interstate 
commerce; that the execution is of such a character that if 
lawful it may in substance be laid to the fullest extent by 
states in which the goods are sold as well as those in which 
they are manufactured. Interstate commerce would thus be 
subject to the risk of a double tax burden to which intrastate 


commerce is not exposed, and which the commerce clause 
forbids.” 


23 209 Ind. 172, 199 N. E. 372. 
% 298 U. S. 640, 56 Sup. Ct. 750. 
% 304 U. S. 307, 58 Sup. Ct. 913. 








































































































































































































































































































































































































































































































































































































634 TAX ES—The Tax Magazine 






The regulations issued by the Comptroller pursuant 
to Local Law No. 20, Laws of 1938, and Local Law 
No. 103 of 1939 set forth the method and procedure 
for such allocation. It seems that some portion of 
the interstate shipment ought to be taxed in view of 
recent United States Supreme Court decisions. If 
the entire sale were taxable then the Court would 
hold it to be a burden on interstate commerce, but 
since allocation is provided for in the gross receipts 
tax, and if the allocation is fair and reasonable, then 
the tax so far as it is allocated on interstate shipments 
should be upheld. 


Public Utilities Tax 

This tax was also enacted as an emergency tax for 
unemployment relief, and has been reénacted from 
year to year. 

The present utility tax is for the period from July 1, 
1940 to June 30, 1941, and was enacted by Local Law 
No. 80, for the year 1940. The Utility Tax Law was 
passed under authority granted to the City by Chap- 
ter 873, Laws of 1934, enacted August 18, 1934, and 
since that time the authority has been extended from 
year to year. 

The rate of tax is 1% of gross income or gross 
operating income of all utilities except those engaged 
in operating or leasing of sleeping and parlor railroad 
cars or in operating railroads and omnibuses, not sub- 
ject to the supervision of the Department of Public 
Service, wherein the rate is 3%. 

The Enabling Act, chapter 815, Laws of 1933, au- 
thorizing the city to enact the tax on public utilities, 
was held to be constitutional in New York Steam 
Corp. v. City of New York.*® 

In Empire City Subway Co. Ltd.?* the court held 
that a company that maintains conduits or subways 
for the housing of cables of telephone, telegraph and 
low tension systems, is not subject to the supervision 
of the Public Service Commission, and not subject to 
the Public Utilities Excise Tax (imposed by Local 
Law No. 19, Laws of 1933, or Local Laws 10 and 21, 
Laws of 1934). This decision later brought about the 
enactment of a law taxing conduit companies. (The 
Conduit Company Tax is discussed later in this 
paper.) 

In Merchants’ Refrigerating Co. v. Taylor** the New 
York Court of Appeals held that the cold storage 
warehouse business is not a utility, nor does it have 
the characteristics common to a utility so as to jus- 
tify its inclusion in the incident of the public utility 
excise tax. 

Under this law the returns are required to be filed 
by utilities on the twenty-fifth of each month. A care- 


2 153 Misc. 493, affd. 243, A. D. 772, affd. 268 N. Y. 137. 
2 168 Misc. 775, 6 N. ¥. S. (2d) 55. 
28275 N, Y. 113. 
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ful reading of this law and the other emergency tax 
laws seems to indicate that there is no provision in 
the Utility Tax Law for the extension of time for 
filing returns, while under the other emergency tax 
laws such extension for a period of thirty days may be 
given for good cause shown. 

Similar to other emergency tax revenue, the moneys 
collected from this tax are required to be placed in a 
separate fund, and must not be deposited nor become 
a part of the general fund. 

Cigarette Tax 

The cigarette tax, of all the emergency taxes in 
New York City was the only one that was enforced 
by means of a stamp tax. A stamp tax of 1 cent was 
required on every package of 20 cigarettes or fraction 
thereof. Stamps were required to be attached by the 
wholesalers, but if a retail dealer acquired unstamped 
cigarettes, he was required to affix stamps within 24 
hours after the receipt of the unstamped cigarettes. 

Every person who was engaged in the business of 
selling cigarettes in this city had to secure a permit 
from the Treasurer of New York City for each place 
of business. 

The tax was on every sale of cigarettes at retail and 
was intended to be imposed upon only one sale of the 
same cigarettes. 

The sale of cigarettes by New York City dealers 
outside the city or state was not taxable, nor were sales 
to federal or state instrumentalities taxable. 

The recent law was in effect until June 30, 1940. The 
State Legislature has not given New York City authority 
to reénact the cigarette tax, mainly for the reason that 
the State itself has its own cigarette tax. The New 
York State Legislature has, however, passed legisla- 
tion authorizing and empowering New York City to 
reénact the various other emergency taxes for an 
other year. 


Personal Property Tax 


The recent law was in effect until June 30, 1940, and 
was enacted by Local Law No. 28 for the year 1938, 
and amended by Local Law No. 105 of the Laws ot 
1939. 

The personal property tax was intended to supple- 
ment the New York City Retail Sales Tax on the 
articles of personal property owned or located in New 
York City upon which no tax had been paid. It was 
in effect a compensating or use tax. The compensat- 
ing use tax now in effect for the period from July 1, 
1940 to June 30, 1941 supersedes the recent personal 
property tax law which expired on June 30, 1940. The 
purpose of this tax is the same as the personal prop- 
erty tax—to reach articles that escape the retail sales 
tax. It applies to the use of property rather than the 
purchase of property. 
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The use taxes were construed in Vancouver Oil Co. 
v. Henneford,?® where it was held that the Washington 
Compensating Tax was an excise tax and not a prop- 
erty tax. 

In a subsequent case of Henneford et al. v. Silas 
Mason Co., Inc. et al.,°° the court held that the tax 
was not upon operations in interstate commerce, but 
upon the privilege of use after commerce was at an 
end. The court further held in this case that the tax 
was not discriminatory but was specially designed 
to bring about equality between the purchases subject 
to local taxation and purchases made in other states. 

In City of New York v. Bush Terminal *' the United 
States Second Circuit Court of Appeals held that the 
tax is imposed only upon the items enumerated in 
the law. Coal is not listed or enumerated in the 
statute and is therefore not subject to this tax. 

The items enumerated or listed as taxable under the 
personal property tax law were: 

Furs and fur products. 

Radios and other musical instruments. 

Motor vehicles. 

Building materials. 

Machinery and equipment. 

Furniture and fixtures. 

Jewelry, silverware, precious metals and precious stones. 

Glass and glass products. 

Paper and paper products. 

Food products not for human consumption. 

Oil, gas, gasoline and other combustibles. 


Wires and cables and other electrical supplies and equipment. 
Optical supplies. 


There are a number of exemptions, however, as for 
example, if the article is under $100.00; or receipts 
that are subject to the sales tax; a bona fide work of 
Aart, ‘tC. 


Conduit Tax 

Local Law No. 81 extended the conduit company 
tax from July 1, 1940 to June 30, 1941. 

The conduit company tax was enacted as a result 
of the decision in the Empire City Subway case,*? 
wherein it was held that a conduit company is not 
subject to the public utility excise tax. 

A tax of 3% is imposed upon every conduit com- 
pany doing business in New York City, and the rate 
of tax is figured on the basis of gross income. 

The tax returns under this tax, like the public utility 
tax, are required to be filed monthly on the twenty- 
fifth of each month for the preceding month. 

The revenue produced by this tax is the smallest of 
any of the emergency taxes in New York City. 


The Occupancy Tax 


The occupancy tax was imposed for the purpose 
of obtaining funds to pay interest on behalf of the 


*° 183 Wash. 317, 491 Pac. (2d) 74. 
” 300 U. S. 377, 57 Sup. Ct. 524. 
'93 Fed. (2d) 659 (1938). 

7 168 Misc. 775. 
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New York City Housing Authority on bonds issued 
by it for non-federal projects in New York City. 
These bonds are to be issued for the purpose of financ- 
ing low rent housing and slum clearance projects. 
This tax law is Local Law No. 20, of the Laws of 
1939, which was passed pursuant to Legislative au- 
thority granted to the city by Section 72 of the State 
Housing Law—Chapter 823, Laws of 1926 as amended. 
Section 110c of the Public Housing Law ** author- 
izes cities to impose an excise tax upon occupancy. 
The rate of tax is as follows: 


Rental Value Amount of Tax 
$ 1.00-$1000.00 ee 846008 ee 

1001- 2O0O}00 .....:....... «ia 280 

2001- 3000.00 .. ne ae kidd ai ee 

3001- 4000.00 mae . ee 

4001- 5000.00 ............... .. 5.00 

5001 and over . De eaten 6.00 


very occupant of premises rented for a considera- 
tion and used for a gainful purpose for a year, or any 
part thereof exceeding one month, is required to pay 
an annual occupancy tax. Premises that are occupied 
for residential purposes are not taxable. 

The returns are required to be filed on or before 
Tuly 15. 

Sub-tenants are required to file and pay the tax as 
well as the tenants, who are their lessors. Where the 
premises are used for both residential and for busi- 
ness purposes, then the tax is payable on the portion 
used for business or professional purposes. An illus- 
tration of this is a doctor’s office which is used for a 
place of business as well as for a residence. 

There are a number of exemptions to this tax, how- 
ever, such as premises occupied by bootblacks and 
peddlers, and premises occupied by charitable or reli- 
gious institutions, or for governmental purposes, etc. 

There are certain penalties provided under this law 
for failure to file a return or for failure to pay the tax. 
It seems that this tax is not as well enforced as some 
of the other emergency taxes. A great many persons 
have not filed who are required to file, but nothing 
has been done about the matter. The other emergency 
taxes are enforced much more effectively and effi- 
ciently than the occupancy tax. 


Conclusion 


The enforcement and administration of the various 
emergency taxes are fairly effective under all the 
circumstances. 

The sales tax, of all the emergency taxes, is the 
most efficiently and effectively enforced and adminis- 
tered. The gross receipts tax is not so well enforced ; 
in fact a great many do not file who should, and it 
seems nothing or very little is done about the matter. 

(Continued on page 652) 


33 Chapter 808, Laws of 1939. 








































































































































































































































































































































































































































































































By LEWIS W. MORSE ** 


MAINE 
Special Tax Commissions 

In 1874, the Governor was authorized to appoint 
a commission of one to inquire into the system adopted 
by other states to raise revenue outside of direct 
taxation. ‘The commission was to report to the legis- 
lature such a system as may seem best adapted to 
meet the wants of the people of the state and to re- 
duce the rate of direct taxation of the people. (1874 
Laws of Maine, Resolves, Ch. 209, p. 159.) 

Report: 1874, Report of Tax Commissioner, 32 p. 

In 1889, a commission of three was created to in- 
quire into the system adopted by other states to raise 
revenue for state, county, and municipal expenses, 
and to provide for a more equal system of taxation 
for all kinds of property in the state. (1889 Laws of 
Maine, Resolves, Ch. 232, p. 117.) 

Report: 1890, Report of the Special Tax Commis- 
sion of Maine, 192 p. 

In 1907, a commission of five was created to inquire 
into the present system of raising revenue for state, 
county, and municipal expenses and to provide for 
a more equal and just system of taxation for all kinds 
of property in the state. (1907 Laws of Maine, Re- 
solves, Ch. 108, p. 1472.) 

Report: 1908, Report of the Maine Tax Commis- 
sion, 91 p. 

In 1917, Governor Miiliken informally requested a 
committee to consider the question of taxing intan- 
gible property. 

Report: 1917, Governor Milliken’s Budget Message, 
February 14, 1917, pp. 28-51. 

The 1923 Laws of Maine, Resolves, Ch. 95, p. 728, ap- 
propriated the sum of $1500 for the fiscal year com- 


~* Continued from September issue. 


** Assistant Professor of Law and Librarian, Cornell Law School, 
Ithaca, N. Y. 





STATE TAX COMMISSIONS 
Their History and Reports’ 


636 


mencing July 1, 1923, and ending June 30, 1924. The 
sum of $1500 was appropriated for the year commenc- 
ing July 1, 1924, and ending June 30, 1925, to pay 
the necessary expenses of a board of five members 
consisting of the State Auditor, Chairman of the 
3oard of State Assessors ex officio, and three citizens 
of the state to be appointed by the Governor. The 
duties of said board were to investigate tax exemption 
laws of the state and to collect and tabulate statistics 
showing the amount of tax exempt property in the 
several classes as enumerated in Section 6 of Chapter 
10 of the Revised Statutes and amendments thereto. 
Said board was directed to report its findings together 
with recommendations to the Governor on or before 
December 1, 1925. 


“We have been unable to find a report issued by this com- 
mission whose purpose it was to study tax exemption laws. 
The Governor’s inaugural address, page 621, in the 1925 Laws 
of Maine mentions the commission and the possibility of a 
report.”—Letter from the Maine State Library, Augusta, Maine, 


dated August 9, 1940. 

The 1933 Laws of Maine, Private and Special Laws, 
Ch. 68, p. 614, created a commission to be composed 
of five members for the purpose of studying and con- 
sidering the laws relating to taxation. With the as- 
sistance of the Revisers of Statutes the commission 
was directed to prepare such legislation as they deemed 
advisable for consolidating or revising and amending 
all laws relating to taxation in the State of Maine 
and the method of assessment and collection thereof. 


Report: 1934, The System of Taxation in Maine, 
Report to Governor Louis J. Brann and the Executive 
Council, by the Recess Commission on Taxation, 122 p. 


Board of State Assessors 


The Board of State Assessors was created in 1891 
with powers of assessing and taxing railroad corpora- 
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tions, telegraph, telephone, and express business 
within the State of Maine, and were required to make 
annual reports of their proceedings to the Governor 
and council before December 1. (Acts of Maine, 1891, 
Ch. 103.) 


The State Assessors constituted a State Board of 
Equalization with the duty to equalize the state tax 
among the several towns according to their several 
valuations, etc. The State Board of Equalization was 
required to file with the Secretary of State before 
December 1, preceding the regular session of the leg- 
islature, a statement of the assessed valuation of each 
town, township, and lot or parcel of land not included 


in any township after adjustment as provided, etc. 
(Acts of Maine, 1891, Ch. 103.) 


Minor changes in the duties of the State Board of 
Assessors were added in the Acts of Maine, 1909, 
Ch. 220. 


Reports of Maine Board of State Assessors 


Place and No. of 

Year Period Covered Date of Pub. Report Paging 
1891 Dated Dec. 1, 1891 Augusta, ’92 1st 137 p 
1892 Dated Dec. 1, 1892 Augusta, ’92 2nd 180 p 
1893 Dated Dec. 1, 1893 Augusta, '93 3rd 299 p 
1894 Dated Dec. 1, 1894 Augusta, '94 4th 264 p 
1895 Dated Dec. 1, 1895 Augusta, ’95 5th 323 p 
1896 Dated Dec. 1, 1896 Augusta, ’96 6th 271 p 
1897 Dated Dec. 1, 1897 Augusta, ’97 7th 358 p 
1898 Dated Dec. 1, 1898 Augusta, ’98 8th 256 p 
1899 Dated Dec. 1, 1899 Augusta, ’99 9th 270 p 
1900 Dated Dec. 1, 1900 Augusta, ’00 10th 281 p 
1901 Dated Dec. 1, 1901 Augusta, ’01 11th 397 p 
1902 Dated Dec. 1, 1902 Augusta, ’02 12th xxxvi+341 p 
1903 Dated Dec. 1, 1903 Augusta, ’03 13th vii+291 p 
1904 Dated Dec. 1, 1904 Augusta, ’04 14th xiv+397 p 
1905 Dated Dec. 1, 1905 Augusta, '06 15th xii+335 p 
1906 Dated Dec. 1, 1906 Augusta, ’06 16th Xv-+666 p 
1907 Dated Dec. 1, 1907 Augusta, ’07 17th ix+1+353 p 
1908 Dated Dec. 1, 1908 Waterville, ’09 18th xiii+575 p 
1909 Dated Dec. 1, 1909 Waterville, ’09 19th xiii+365 p 
1910 Dated Dec. 1, 1910 Augusta, ’10 20th xxxix+521 p 
1911 Dated Dec. 1, 1911 Waterville, ’11 21st xvii+362 p 
1912 Dated Dec. 1, 1912 Waterville, ’12 22nd xv+417 p 
1913 Dated Dec. 1, 1913 Waterville, '14 23rd xvii+241 p 
1914 Dated Dec. 1, 1914 Waterville, ’15 24th xxvii+435 p 
1915 Dated Dec. 1, 1915 Waterville, ’15 25th xxv+213 p 
1916 Dated Dec. 1, 1916 Waterville, '17 26th xxix+245 p 
1917 Dated Dec. 1, 1917 Waterville, '18 27th xx+37 p 
1918 Dated Dec. 1, 1918 Augusta, 18 28th xxv+302 p 
1919 Dated Dec. 1, 1919 Augusta, ’19 29th xx+227 p 
1920 Dated Dec. 1, 1920 Lewiston, ’21 30th xxvii+229+ 

298 p 
1921 Dated Dec. 1, 1921 Waterville, '22 31st xix+40 p 
— Dated Dec. 1, 1922 Waterville, ’22 32nd xxiv+255 p 
1923 Dated Dec. 1, 1923) ‘4 §33rd xvii+42 p 
1924* Dated Dec. 1, 19245 Aususta,’24 134th = xxv-+217 p 
1925 Dated Dec. 1, 1925) : §35th xvii+44 p 
1926 Dated Dec. 1, 1926, Augusta, '26 136th +  xxvii+231 p 
1927 Dated Dec. 1, 1927) . §37th xvii+46 p 
1928 Dated Dec. 1, 19285 Aususta, 28 138th  xx+244p 
1929 Dated Dec. 1, 1929) 4 f39th xvii+42 p 
1930 Dated Dec. 1, 1930 AUSUStA, "30 Jaoth = xxfi-+211 p 
1931** Dated Dec. 1, 1931 Augusta, ’31 41st xiii+39 p 


Bureau of Taxation 


In 1931, a Department of Finance was established 
and organized into three bureaus, one of which is the 
3ureau of Taxation, which has authority to exercise 
all the powers and duties of the Board of State As- 
sessors and to perform the duties of the State Auditor 





* State valuation in separate reports from this year on. 
** Bound with 1932 Report of Maine Bureau of Taxation. 
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in connection with the administration of the gas tax. 
The Bureau of Taxation with the State Tax Assessor 
at its head was actually set up as one of the bureaus 
of the Department of Finance by Section 1 (3) of 
this article. 

Section 30 of this article established a Board of 
Equalization to equalize taxes among the several 
towns. (Acts of Maine, 1931, Art. II.) 


Reports of Maine Bureau of Taxation 





Place and No. of 

Year Period Covered Date of Pub. Report Paging 
1932} Dated Dec. 1, 1932 Augusta, 33 42nd xx+198p 
1933 Dated Dec. 1, 1933 ae 43rd xi+20 p 
1934 Dated Dee. 1, 1934 Augusta, °35 44th xxi+180p 
1935 Dated Dec. 1, 1935 , Bak. 45th xi+20 p 
1936 Dated Dec. 1, 1936{ Lewiston, '37 46th xxiii+-180 p 
1937 Dated Dec. 1, 1937} 47th xi-+-20 p 
11938 Dated Dec. 1, 1938{ n. p., B.'«, 48th xxv+i180p 


State Valuation 

State Valuation was first made every ten years 
from 1820 until 1890. In 1892 State Valuation was 
first published and was bound with the report of the 
Board of State Assessors and continued in that form 











until 1924 when it was published separately. It has 
been published biennially since 1924. 
Maine State Valuation 
Period Place and 
Year Covered Date of Pub. No. of Report Paging 
1924 For yrs. 1925-'26 Nn. p., n. d. 274p 
1926 For yrs. 1927-28 n. D., B. &. 276 p 
1928 For yrs. 1929-’30 n. p., n: a. 284 p 
1930 For yrs. 1931-32 n. p., n.d. 303 p 
1932 For yrs. 1933-'34 n. p., R. a. 297 p 
1934 For yrs. 1935-'36 2. D., ma. 302 p 
1936 For yrs. 1937-’38 n. D., m. a. 322 p 
1938 For yrs. 1939-'40 n. p., n. d. 310 p 
Dated Nov. 30, ’38 


Special Tax Commissions 


In 1886, the Governor was directed to appoint a 
commission, to be called “The Maryland Tax Com- 
mission” ; four of the five members were appointed by 
the Governor and the fifth was elected by the other 
four. Its duties were to investigate the systems of 
state, county, and municipal taxation in force in 
Maryland and other states, and to ascertain the prac- 
tical operations and effects of said systems. The 
Commission was also to present to the General As- 
sembly of 1888 a full, detailed, and accurate report of 
all these matters and facts, together with their recom- 
mendations. (Laws of Maryland, 1886, Ch. 488.) 

Report: 1888, Report of The Maryland Tax Com- 
mission, 2 + 1 + [3] — 200 + 2+ 1 + [iii] — ccii p. 
+ table. 

In 1912, the Governor was directed to appoint a 
board of commissioners, to consist of six members, to 
be known as the “Commission for the Revision of 





+ Bound with 1931 Report of Maine Board of Assessors, 
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the Taxation System of the State of Maryland 
and the City of Baltimore.” Its duties were to review 
the tax laws of the state and city and to prepare for 
the Secretary of State a report in printed form by 
October 15, 1913, for his transmission to the General 
Assembly at its next session. This report was to be 
a draft of the general system of law, providing for 
a revision of the present revenue system, and embody- 
ing all provisions proper for a complete system of 
taxation for said state and city. (Laws of Maryland, 
1912, Ch. 779.) 

Reports: 

1913, Report of the Commission for the Revision 
of the Taxation System of the State of Maryland and 
City of Baltimore, 445 p. + tables. 

1913, Report of the Commission for the Revision of 
the Taxation System of the State of Maryland and 
City of Baltimore, 51 p. + tables. 

The fifty-one page report, published separately in 
1913, is also included in the four hundred forty-five 
page report published the same year. The following 
reports, “issued by the Commission as part of col- 
lected data upon which to base its report,” were pub- 
lished as bulletins of the State Tax Commission: 
Baltimore [1913] 17 p 
“Reassessment in Maryland.” Baltimore [1913] 46 p 
“Taxation of Corporations and Taxation of Shares of Stock 

of Banks...” Baltimore [1913] 41 p 
“Taxation of Mineral Products of Maryland...” 

(1913] 13 p 
“Taxation of Stocks or Bonds Issued by State and Local 


Communities...” Baltimore [1913] 19 p 
“Taxation of Woodlands ...” Baltimore [1913] 9 p 


“Licenses.” 


Baltimore 


On July 6, 1916, a conference was held under the 
auspices of the Maryland State Tax Commission with 
County Commissioner, Supervisors of Assessments, 
Assessing Officers of Cities and Towns, and other 
assessing Officials. 

Report: 1916, 60 p. 

In 1922, the Governor was directed to appoint five 
persons to constitute “The Tax Revision Commis- 
sion.” Its duties were to investigate the state, county, 
and municipal taxation systems including direct and 
indirect taxation, etc. A report was directed to be 
made by December 1, 1923, to the Governor for his 
use and transmission to the General Assembly on the 
general system of law for the imposition and collec- 
tion of taxes together with appropriate explanation 
and comment. (Laws of Maryland, 1922, Ch. 427.) 

Reports: 

1923, Preliminary Report of the Tax Revision Com- 
mission, 26 p. 

1923, Final Report of the Tax Revision Commis- 
sion, 88 + (1) p. + tables. 

In 1927, the Governor was directed to appoint five 
persons to constitute the “Maryland Tax Revision 
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Commission.” Its duties were to investigate state, 
county, and municipal taxation in Maryland and all 
other matters pertaining to the subject of revenue and 
taxation, etc. A report was ordered to be made to the 
Governor not later than thirty days preceding the 
regular session of the General Assembly following 
the appointment of the committee and the Governor 
was to submit this report to the General Assembly. 
(Laws of Maryland, 1927, Ch. 687.) 

Reports: 

1928, Preliminary Report of the Maryland Tax Re- 
vision Commission, ix + 121 p. 

1928, Report of the Maryland Tax Revision Com- 
mission, 2 +1 + [iii] — xli + 144 p. 

In 1931, the General Assembly by Joint Resolution 
No. 23 authorized the Governor to “appoint a com- 
mission of five persons to examine into and make a 
comprehensive survey of the entire taxing system of 


the State of Maryland * (Laws of Maryland, 
1931, Joint Resolution No. 23, p. 1436.) 
Report: 1932, Report of the Tax Survey Com- 


mission of Maryland, 45 p. 


State Tax Commissioner 


In 1878, it was provided that there should be a Tax 
Commissioner of the State of Maryland in the Treas- 
ury Department, whose duties were to assess for state 
purposes the shares of capital stock in all banks and 
on corporations whose capital stock was liable to 
assessment, etc. (Laws of Maryland, 1878, Ch. 17%, 

There was no formal requirement by law to publish 
a report, but he was directed to make a report of the 
assessments to the Comptroller and to report the 
basis of assessment to the General Assembly. Ke 
ports were published for the calendar year preceding 
the biennial session of the General Assembly. The 
first report, for the year 1879, was presented to the 
General Assembly at its January session of 1880. 


Reports of the State Tax Commissioner 














Place and 





Year Period Covered Date of Pub. No. of Report Paging 

1880 Calendar yr. 1879 Annapolis, ’80 Unnumbered 49 p 
Dated 1880 

1881 For yr. 1881 Annapolis, ’81 xix-+31 p 
Dated Jan. 4, 1882 

1883 For yr. 1883 Annapolis, ‘83 xv+30 p 
Dated Jan. 3, 1884 

1885 For yr. 1885 Annapolis, ’85 xiv+31 p 
Dated Jan. 6, 1886 

1888 For yr. 1887 Annapolis, ’&88 xix-+33 p 
Dated Jan. 4, 1888 

1890 For yr. 1889 Baltimore, ’90 xix+34 p 
Dated Jan. 8, 1890 

1892 For yr. 1891 Annapolis, ’92 xvi+ 60 p 
Dated Jan. 6, 1892 

1894 For yr. 1893 Hagerstown, '05 xii4+-74 p 


Dated Jan. 3, 1894 
(Continued on page 648) 
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We note with approval the following from Godfrey 
Nelson’s article in the New York Times of September 
first : 

“Business is generally reconciled to the fact that it must 
pay additional taxes to defray the cost of the national defense 
program. Moreover, there is no real aversion on the part of 
business to paying an excess profits tax. But the bill adopted 
by the House is not such a tax. In effect, at least, it is for 
the most part an arbitrary super-tax having as its secondary 
objective—the first being to raise revenue—the infliction of a 
sort of retribution upon business bigness. Rightfully, the 
bill is favorable to small business, but the small stockholder 
of the large and prosperous corporation would not escape 
the full impact of the tax.” 


* * * 


What taxes can mean to national defense is potently 
demonstrated by a news dispatch in the same issue. 
The famous Cramp shipyards, long since bankrupt, 
are to be rehabilitated so the Navy can get more ships 
more quickly. Part of the plan calls for the City 
and School District of Philadelphia to accept a mere 
$100,000 for the release of tax liens of $1,300,000 and 
for the United States to take the same sum in lieu 
of $1,100,000. 


Back in the Navy Again 


The Navy is not a place where one would expect 
tax problems to arise. Our place of duty is 


U.S. NAVAL RESERVE MIDSHIPMEN’S 
SCHOOL 
New York, N. Y. 
on board 
U.S. S. ILLINOIS 
West 135th Street and North River 


The ILLINOIS is an armory of the N. Y. State Naval 


Lewis Gluick, C. P. A., Shop-Talker 
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Militia. By agreement with New York, the Navy, 
which originally gave the hulk of the old battlewagon 
to New York, is using it for its present purpose, con- 
currently with the militia battalion. 


Our tax problem is the ignorance of some merchants 
who insist on tacking on the N. Y. City sales tax to 
sundry purchases not made under formal contract. 


Memory Lane 


Just a few days before we went back to the Navy, 
we got a phone call from an accountant (whom we'll 
call Pat because that isn’t his name) for whom we 
worked many years ago. The subject of the call is 
not pertinent here, but it reminded us of one of the 
most peculiar tax incidents we ever encountered. Pat 
had, and still has, as his biggest client, one of the 
largest dealers in their commodity in New York. It 
was owned by a family whose business methods were 
and are, to put it mildly, conservative. If they had 
ever had to put out a public statement, or file an 
S. E. C. registration statement, a secret reserve of 
huge proportions would have come to light, chiefly 
from the habit of writing off all equipment as expense, 
carrying it on balance sheets at $1. They had done 
this long before the sixteenth amendment and could 
see no reason for stopping. 


Well, one day we were doing ordinary detail rou- 
tine auditing when an IRA showed up. He was put 
to work on last year’s books in the same private office 
where we were at work. Considering the size and 
ramifications of the business, we expected he would 
be there for several days. At three thirty that after- 
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noon we were called out of the office by one of the 
firm and engaged in some trivial talk about our work, 
but we noted another member go into the private 
office and shut the door. In about ten minutes this 
second member came out, the first one told us he 
didn’t need us any more and we went back to work. 
At four IRA announced he was through. We thought 
it was for the day, but he never came back. His re- 
port, when received, showed a small adjustment of 
depreciation on the buildings, resulting in a small 
additional assessment, and nothing else. You can 
draw your own conclusions, as we drew ours. 


That is not the only place where we have done 
auditing but not prepared returns. One of our present 
clients is a prominent merchant in his special com- 
modity. We make a monthly audit and prepare such 
statements as he calls for. We know he has large 
outside interests, but never have been vouchsafed a 
glimpse at them. He asks us occasional questions 
about taxes as affecting securities, but he prepares his 
own tax returns, and handles the agents who come 
every year, by himself. There is nothing in the man 
to indicate that he would hold back anything from 
the Treasury, but he just has a secretive nature, and 
can’t abide the idea of anyone knowing just how 
much he has made or lost or possesses. For his own 
protection against his employees, he has to have his 
regular business accounts audited, but only the tax- 
men know all about his income, and he resents that. 


He is not unique. When we first went to Virginia, 
as noted last month, we wondered why the clients 
there had to hire a N. Y. firm. There were, and are, 
plenty of good C. P. A.’s in that town. But the reason 
was simple. These C. P. A.’s belonged to the same 
clubs and churches and social set that the clients did. 
And they did not want anyone in that town to know 
all about their affairs, even though they knew profes- 
sional confidences would be respected. 
it? Or is it? 


Queer, isn’t 


On the other hand, there was a good reason why 
we once were sent up to Albany on an audit growing 
out of a tax case. The taxpayer there was an eld 
selfmade business man, who had always done busi- 
ness on a cash basis, and kept no books. Somehow 
or other he had scratched together tax returns, but 
finally a revenue agent came in and made a five-year 
examination and proposed a terrific assessment. The 
old man was in despair. 


and his pride was hurt. 


He was an honest citizen, 


His lawyer saw that the crux of the situation was 
in the plant valuation, and recommended a retrospec- 
tive appraisal, which was duly made. But once the 
old man had the figures, he did not know what to do 
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with them. He asked the appraisers for help, and 
they recommended our firm (that is the one that then 
employed us) as they frequently did. And so, 
although there were plenty of capable accountants in 
Albany, because the old man did not know one of them, 
we were sert up, and in ten days of making bricks: 
without straw, we got at enough substantiated figures 
to get the assessment reduced to about $500. But 
the fees paid to appraisers, lawyer and accountants 
were such that the old man saved very little of the 
proposed assessment, and was so disgusted with 
“what the world had come to” that he sold out his 
business and retired. We often wonder what he 
would have thought if he had been alive since 1932. 


For sheer impudence we have never seen the equal 
of some Brooklyn crooks, who falsified their tax re- 
turn upwards and then, having paid the tax in cash, 
used the receipts as evidence for getting a line of 
credit to which they were not entitled, and went into 
bankruptcy. Our firm was retained by the creditors, 
and one of the crooks went to Atlanta. 


Taxes were just one of the biggest items of cost 
in a dramatic case that we figured in in a small way. 
The client was a family realty corporation in Queens- 
boro. A larger realtor had managed the property, but 
the client claimed mismanagement and fraud, and 
sued for an accounting. Under a court order, we ex- 
amined the realtor’s accounts and found them in ap- 
parent good order. Whereas the client’s own 
accounts were few and ill kept. You can imagine 
what happened to the case when it reached trial. The 
judge almost threw it out of court when the client’s 
president testified that no minute book had been kept, 
and almost apologized to the defendant for the annoy- 
ance he had been caused. We sat in Jamaica court for 
a whole day, but the client’s attorney did not put us 
on the witness stand, feeling that our testimony would 
be no help. Where’s the drama? Well, all the fore- 
going happened in 1932. In 1939, the realtor was 
convicted in the same court on a criminal charge of 
converting funds of another realty company to his 
own use. Our opinion now is that our client of 1932 
was right, but if he had only had a good bookkeeper 
and regular audits he might have won instead of 
being held up to scorn. 


* * * 


“You can find deaths here in such obvious terms as Black 
Crepe followed by a notable diminution in grocery purchases 
The births are evident in flannel and other accessories. The 
prosperity or distress of families is easily deduced and one 
can frequently see what caused the event. My father’s ledgers 
covered nearly fifty years and there are hundreds of biographies 
in them: and not only local biographies but also a veritable 
history of the United States, its depressions, its inventions, its 
manners, over the period. If this seems fantastic—when did 











Oct 


the fp 
fema 
dress 
T 
ane 
is tl 
of tl 
ago 
fron 
Ver 
Sho 
QO 
out 
juni 
the 
whi 
peo 
wh 
Wh 
inq 
c 
anc 
to | 
the 
me 








October, 1940 


the purchase of coal oil fall off remarkably? When was the 
female form first recognized by the public so that the sale of 
dress stiffening dropped out of sight in one season?” 


The foregoing was extracted by Paul Engle from 
a new Dodd Meade publication of which Phil Strong 
is the author. It so exactly illustrates our own idea 
of the romance of ledgers, which we had twenty years 
ago and still have, that we are going to step over 
from the tax side of “memory lane” to the human side. 
Very few of these recollections appeared in the old 
Shop. 

One of the earliest human interest things we got 
out of a ledger was over twenty years ago. We were 
junior on an audit of a corset shop, the biggest on 
the Avenue, that was about to liquidate, styles being 
what they were. The ledgers bore several names of 
people we knew, one of them a dowager aunt-in-law, 
who had made a purchase just before the audit. 
When next we saw the old lady we astonished her by 
inquiring as to the fit of the new corset. 


Of course some of the most interesting things were 
and are professional confidences; we dare not reveal 
to others what we know about them. For example 
there was Mr. Nu, reputedly one of the five wealthiest 
men in the city of En. We knew that the “wealth” 
was based on visible assets; the town did not know of 
the overbalancing liabilities, and it sometimes was 
hard for us. For example he lived modestly; a man 
in his financial condition should. But people put him 
down foratightwad. Asa client of our firm, we owed 
him a defense against this slander; but equally, a 
defense against it would have necessitated divulging 
confidential information. 


Or again take the case of a present day client. We 
have heard people berate him for his lack of charity. 
Any cause which gets $5.00 out of him feels it has 
accomplished something. Yet his private ledger 
shows him to be charitable in the truest sense, pri- 
vately. When his son-in-law suffered business re- 
verses the father-in-law gave him enough to carry 
him through; his widowed sister, having wasted her 
husband’s insurance money, has her rent paid every 
month. And non-relatives also benefit by his “loans” 
which are never repaid. No tax deductions either 
as would ensue if he gave to the Red Cross. 


Or take the case of a storage warehouse we know 
well. Here is an account for Mr. Dee, two trunks and 
one packing case. And the next day a new account 
for Mrs. Dee, a lot of household furniture. Do you 
think we were surprised to read a couple of months 
later of a Nevada divorce, which no one else (but 
intimate friends) suspected! In fact that warehouse’s 
ledgers are just about current tops in our clientele for 
human interest. 
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However a florist’s ledgers are not far behind. To 
find that Mr. Aye and Mr. Ess are both sending flow- 
ers to Mrs. Aye with much regularity, would be a 
toothsome bit for gossip columnists. But while the 
florist’s bookkeeper knows this one item, the auditor 
going from place to place may find others closely 
related. So much so that we intend to write a novel 
about it some day, and, when a reviewer says “the 
long arm of coincidence has been stretched too far,” 
we'll confound him with facts. 


For example, we might use this episode, very much 
boiled down. We discovered a fuel company’s em- 
ployee was not quite honest, and he was fired. Five 
years later, we, being employed by another firm of 
C. P. A.’s, were sent to another fuel company to help 
“find why they weren’t making expected profits.” We 
found the same employee there, and that was the 
answer, though it took a while to prove it. 


And that’s all for now. 
* oe * 


If this “Memory Lane” stuff annoys you, or you 
want to wander down the same road which takes so 
long to turn, just take your trusty typewriter by the 
hand (or your steno, if your wife will let you) and 
tell us all about it. Meanwhile, here’s a bit from 


J. E. Cornyn, a Chicago C. P. A. 


“Your comment about the variations in check sizes struck 
a responsive chord in my heart. How about a campaign for 
(1) smaller endorsement stamps 


(2) reasonable attempts to collate location of endorsements 


in order to prevent piling and the obliteration of original 
endorsement ?” 


Conflict 


I. T. Mim. 5023 (403 CCH {§ 6219) redefines the 
Treasury’s attitude on the income status of room and 
board. We quote: 

“Tf an employee is subject to immediate service at any time 
during the twenty-four hours of the day and therefore cannot 
obtain quarters or meals elsewhere . . . the value thereof need 
not be included in the gross income of the employee.” 

Simultaneously comes S. S. T. 386 (CCH Unemploy- 
ment Insurance Service, Fed. § 8827). 

“The value of board and lodging furnished to the officers 
and members of the crews of vessels operated by the M 
Steamship Co. after January 1, 1940, in operation of its vessels 
constitutes ‘wages’ within the meaning of chapter 9 of the 
Internal Revenue Code.” 

Now if there is any kind of employment which 
keeps a man on the premises twenty-four hours a day 
itis being ona ship. The sailor “cannot obtain quar- 
ters or meals elsewhere and on that account is re- 
quired by the employer to accept quarters and meals 
furnished.” 

(Continued on page 647) 
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NEW ROADS TO THE SETTLEMENT 
OF TAX CONTROVERSIES: 
A CRITICAL COMMENT 


Wiliam A. Sutherland, Member of the 
Georgia and District of 
Columbia Bars 


7 Law and Contemporary Problems, Spring, 
1940, p. 359-361; published by the Law 
School of Duke University 


Everyone recognizes the existence of cer- 
tain of the defects in the present system of 
tax administration, but many will disagrec 
with the analysis of the causes and disap- 
prove of the remedies proposed. The failure 
to reach an early agreement in most of the 
cases appealed to the Board of Tax Ap- 
peals is not due primarily to a failure of the 
taxpayer to disclose the facts within his 
knowledge. It is due usually to a disagree- 
ment on facts or law. The failure to settle 
more cases promptly has been due to the 
absence, in many places in the Department, 
of the will to have the cases settled in the 
earlier stages. That is a matter of policy 
and personnel and not of procedure; the 
procedure which now exists is entirely ade- 
quate, 

The proposal that the taxpayer must give 
a bond for the tax before he can appeal to 
the Board of Tax Appeals is tantamount to 
a requirement that the taxpayer pay and 
then litigate. Such a proposal is contrary 
to the fundamental thought out of which 
the Board of Tax Appeals arose. 

It is proposed to concentrate all tax dis- 
putes, refunds as well as proposed assess 
ments, in the Board of Tax Appeals. The 
Board has functioned well and has the con- 
fidence of the taxpayers, but this may be due 
in large part to the fact that it has func- 
tioned along with District Courts. Since 
taxpayers are not compelled to go to the 
Board, but may pay and sue in their local 
courts—with a jury trial if they choose— 
taxpayers have accepted its decisions with 
good grace. At the same time there has 
been little temptation for administrative 
officers to attempt to bring undue influence 
to bear upon the Board. All of the objec- 
tions to making the Board of Tax Appeals 
the only tribunal in which tax cases may be 
tried, apply with almost equal force to the 
proposal to have all appeals in tax cases go 
to a single Court of Tax Appeals. 

While there is undoubtedly much room 
for improvement, the needed improvement 
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must come from within the Treasury De- 
| partment and the Department of Justice. 
No new procedure is needed; no new legis- 
lation is needed. It is a problem of policy 
and personnel. 


THE QUESTION OF TAXING 
CAPITAL GAINS: 
THE CASE AGAINST TAXATION 


Godfrey N. Nelson, Member of the 
New York Bar 


|7 Law and Contemporary Problems, Spring, 
1940, p. 208-216; published by the Law 
School of Duke University 


Capital gains from long-term transactions, | 


when analyzed, are frequently not real in- 
come at all; and they result in no real bene- 
fit to the taxpayer. The economic effects 
of the capital gains tax have been such un- 
questionably as to weaken the whole income 
tax structure. In the first decade of the in- 
come tax—after the adoption of the Six- 
teenth Amendment, the courts recognized, 
to a much greater extent than thereafter, 
the doctrine of “realization of income.” Un- 
til the 1921 Revenue Act was adopted, cap- 
ital transactions were generally subjected 
to the same rates of tax as ordinary income. 
Prior to the Act, however, increments were 


LS ON TAXATION 


VAL PERIODICALS 


| 


j 


| 


rarely taxed unless the taxpayer actually | 


realized in money on the property received 
through such transactions. One of the in- 
dications of inherent weakness in the sys- 


tem of taxing capital transactions is the | 


number of exceptions to the general rule. 
Of all the inconsistencies growing out of 
the taxation of capital assets, one of the 
worst examples is the taxation of a gain on 
the sale of one’s own residential property 
and the disallowance of loss on the sale of 
such property. 

As a practical matter, and viewing the 
taxation of capital gains in its broadest as- 
pects, one cannot escape the conclusion that 
this form of taxation is unstable and irra- 
tional. 
were taxed on a uniform basis from year to 


If capital transactions in securities | 





year, and losses were fully allowed, or al- | 


lowed to the extent of the tax, it would 
appear that the revenue received by the Treas- 
ury in market upswings would be approxi- 
mately offset by losses in depressions. On 
this theory it would seem that to the extent 


that there is income from ordinary sources | 


during the depression periods in sufficient 
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The profit of tax exemption to the pur- 
chaser of government securities is progres- 
jive according to his income bracket. And 
vet the cost, if any, of such tax exemption, 
‘n terms of interest differential, is the same 
‘oall purchasers. With our present income 
tax system, the sale of tax-exempt securi- 
ties constitutes a bounty granted to rich 
individuals for being rich. 


THE PROPOSAL TO TAX INCOME 
FROM GOVERNMENTAL 
SECURITIES: 
THE CASE AGAINST TAXATION 


Paul V. Betters, Executive Director. United 
States Conference of Mayors 


7 Law and Contemporary Problems, Spring, 
1940, p. 222-234; published by the Law 
School of Duke University 


The arguments against tax exemption of 
public securities simmer down to four main 
points. It is claimed that such bonds are a 
means of tax avoidance by the wealthy. 
Secondly, it is claimed that investment in 
tax-exempt securities interferes with the 
normal flow of risk capital. Thirdly, it is 
claimed that the existence of tax-exempt 
honds destroys the progressiveness of the 
income tax. Fourthly, it is contended that 
the tax-exempt feature of public securities 
permits governments to borrow more easily 
than they would be able to if their securities 
were taxable, and, therefore, promotes pub- 
lic extravagance. 

It is not a fact that the wealthy are load- 
ing their estates with tax-exempt bonds in 
order to escape their just share of income 
taxes. Moreover, the number of people in 
the high surtax groups who can benefit 
from the ownership of tax-exempt securities 
issmall. It must also be remembered that 
when an investor purchases a tax-exempt 
bond he accepts a very low rate of interest, 
which is in effect a form of taxation at the 
source. 

The Treasury Department insists that the 
issuance of tax-free securities interferes 
with the normal flow of risk capital, but 
‘apitalization figures do not bear out this 
statement. Moreover, general business con- 
litions played a far greater role in the ab- 
sence of risk capital than the issuance of 
'ax-free securities. 

Nor does the issuance of tax-free securi- 
tes destroy the progressiveness of the in- 
come tax. The income tax, at present, 
seems to be working very well. 

The argument that the tax-exempt bond 


losters municipal extravagance ignores the | 


meaning of the word “extravagance.” Ex- 


‘ravagance means disregard of cost, and if | 


municipal officials are extrav agant, they 
will be so, whether their securities are tax- 
able or not. 

It is the unanimous opinion of fiscal ex- 
perts throughout the country, that taxation 
f federal, state and municipal securities 
would cause a rise in the interest rate paid 
nm public securities, since the buyer would 
refuse to absorb the tax, but would pass it 
mm to the borrower. 

The reciprocal tax will simply result in a 
shifting of revenue from the states to the 
federal government, with a net loss to the 
nation as a whole resulting, and the general 
‘axpayer bearing the burden of this loss. 
\lso, the reciprocity offered is an economic 
iction, The municipalities of the country 
would receive no relief from the burden 
mposed on them by a federal tax on their 
‘ecurities, since in almost all cases cities 


| borders. 








DIGESTS OF ARTICLES ON TAXATION 


have no power to assess income taxes, and 
federal bonds would not be subject to a 
property tax. Moreover, even as regards 
the states, only Delaware, Massachusetts, 
New York and Wisconsin would stand to 
break even. These states might possibly 
show a slight profit because of the heavy 
concentration of federal bonds within their 
All the other states, because of the 
unequal distribution of federal securities, and 
especially the twelve states which have no 
personal income tax and therefore would be 
unable to tax the federal securities at all, 
would have no chance of recoupment. 


LEGAL PROBLEMS IN TAXING IN- 
COME FROM GOVERNMENTAL 
SECURITIES 


Elmer E. Rouzer, Student, Duke University 
School of Law 


7 Law and Contemporary Problems, Spring, 
1940, p. 235-242; published by the 
Law School of Duke University 


In order to sustain a tax on the interest 
from governmental securities, it would seem 
to be necessary to find that the issuance 
of securities is not a governmental function, 
or that the taxation of the interest from 
such securities would not unduly burden the 
borrowing sovereign. There is little doubt 
that the issuance of securities is a govern- 
mental function. The most serious obstacle 
to the imposition of a tax on the interest 
from governmental securities may be the 
case of Pollock v. Farmers’ Loan & Trust 
Co., 158 U. S. 601, which apparently held 
that: (1) for the purpose of deciding 
whether a direct tax is an income tax within 
the meaning of the Constitution, the source 
of income must be looked to; (2) a tax upon 
the income from real or personal property 
is a direct tax and must be apportioned, 
while a tax on the income from a business 
or profession is an excise tax and need not 
be apportioned; and (3) a tax on the interest 
from state and municipal bonds is invalid. 

Decisions in two related fields have made 
reasonable the questioning of the force of 
the Pollock case today. It was held in 
Helvering v. Mountain Producers Corp., 303 
U. S. 376, that the income of a government 
lessee could be taxed. A federal income 
tax on the salary of an employee of the Port 
of New York Authority, a state agency, was 
sustained in Helvering v. Gerhardt, 304 U. S. 
405, and a state tax on the salary of an offi- 
cer of the Home Owners’ Loan Corporation, 
a federal agency, was upheld in Graves v. 
O’Keefe, 306 U. S. 466 

It seems unlikely, in view of its steadfast 
holdings to the contrary, that the Supreme 
Court will now construe the Sixteenth 
Amendment to give Congress the power to 
tax all income, with no regard to source. 

Several suggestions have been put for- 
ward which would reach the same result as 
outright taxation of interest from govern- 
mental securities, or would tend to alleviate 
some of the alleged unfairnesses of the present 
system, One writer suggested that the tax 
law be amended so that the tax becomes an 
“excise on the act and transaction of re- 
ceiving income, measured by the net income 
received.” The plan is objectionable in that 
it resorts to a distinction which is of only 
verbal significance. Two other plans have been 
advanced which utilize another distinction 
—that between subject and rate. The objec- 
tion to these plans is that they tax indi- 
rectly what it is assumed cannot be taxed 
directly. 
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THE PROBLEM OF PERSONAL IN- 
COME TAX AVOIDANCE 


Harry J. Rudick, Lecturer in Law, New York 
University Law School 


7 Law and Contemporary Problems, Spring, 
1940, p. 243-265; published by the Law 
School of Duke University 


No case which directly touched the sub- 
ject of income tax avoidance reached the 
Supreme Court until 1929 (Taft v. Bowers, 
278 U. S. 470), more than fifteen years after 
the enactment of the first income tax law 
of the modern era. As the years rolled on 
and Congress and the Treasury awakened 
to the realization that tax avoidance was 
rife, the process of statutory amendment 
was adopted as a means of checking it. 
There were enacted particular provisions to 
prevent specific types of avoidance, but par- 
ticularization in a statute leaves less room 
for the play of judicial interpretation, and 
while a particular device is eliminated, 
avoidance in general is not decreased. 


Congress would never have advanced far 
in its battle to obstruct income tax avoidance 
if the Supreme Court had not stood by it. 
That the Court has been a faithful ally is 
evident from the fact that, except for Eisner 
v. Macomber, 252 U. S. 189, no personal in- 
come tax avoidance provision has ever been 
declared unconstitutional. 


The income tax avoidance cases can be 
broadly classified into two groups: (1) cases 
in which an individual shifts income to some 
other individual in a lower bracket with the 
idea of avoiding tax; (2) cases in which no 
such shift is attempted, but in which a con- 
trolled or subservient agency or conduit is 
interposed between the individual and his 
income either as a shield against the tax or 
as a vehicle for an artificial deduction. In 
the first group, the key word is “ownership” 
or rather the tax concept of ownership: 
Has the economic position of the transferor 
changed so materially that it would be un- 
reasonable to treat him as still the owner 
of the property for income tax purposes? 
To state it differently: Has the taxpayer re- 
linquished enough of the attributes of own- 
ership so that it would be despotic to tax 
him as the owner? In answering the ques- 
tion, the approach must be a realistic one; 
but motive is apparently not a controlling 
factor, though it may be a contributing one. 
The problem remains, however, one of de- 
gree. 


In the second group of cases, the question 
of ownership is absent. The transaction has 
not changed the economic situation of the 
taxpayer. The touchstone here seems to 
be the words “subservient agency.” If the 
instrument relied upon to shield the tax- 
payer from the tax is real rather than a 
sham, and if it is not merely the alter ego 
of the taxpayer, it will serve him in good 
stead. Otherwise it will prove paper-thin. 
In this group, too, the approach must be a 
realistic one, but here the question of mo- 
tive is more material. 


The judicial attitude toward tax avoid- 
ance may be summed up as follows: When 
Congress has spoken clearly, anything it 
says will be upheld as constitutional, if rea- 
sonably necessary to prevent avoidance. If 
there is any doubt as to the intent of Con- 
gress, a particular method of avoidance will 
not be sustained unless support for it is 
found not merely in the letter of the law, 
but in its policy as well. 

























































































































































































































































































































































































STATE TAX CALENDAR 


1940 NOVEMBER 1940 ~ 
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ALABAMA 
Nov. 1—— 
Annual license and privilege taxes delin- 
quent. 


Automobile dealers’ reports due. 
Nov. 10—— 
Alcoholic beverage reports due from dis- 
tributors, retailers and wholesalers. 
Automobile dealers’ reports due. 
Tobacco use tax reports and payments due. 
Nov. 15— 
Gasoline tax reports due from carriers’, 
transporters and warehouses. 
Last day for motor vehicle registration. 
Lubricating oils tax reports due from 
carriers, transporters, and warehouses. 
Motor carriers’ tax under 1932 Act due. 
Nov. 20—— 
Automobile dealers’ reports due. 
Coal and iron ore mining tax reports and 
payment due. 
Gasoline taxes and reports due. 
Sales tax reports and payment due. 


ARIZONA 


Nov.—First Monday—— 
Property tax (semi-annual 
delinquent. 
Nov. 5—— 
Alcoholic beverage licensees’ reports due. 
Nov. 15—— 
Gasoline tax reports and payments due. 
Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 
Nov. 25— 
Motor fuel carriers’ reports due. 


installment) 


ARKANSAS 
Nov. 10—— 
Alcoholic beverage consumers’ sales tax 
due. 


Blenders and rectifiers of intoxicating 
liquors reports and payments due. 

Natural resources—statement of purchases 
due. 

Natural resources severance tax reports 
and payment due. 

Nov. 15— 

Alcoholic beverage tax reports of purchases 
by wholesalers of light wines and beer 
due. 

Income tax (second installment) due. 

Sales tax reports and payment due. 

Wine manufacturers’ reports and taxes 
due. 

Nov. 20—— 
Gasoline tax reports and payment due. 


CALIFORNIA 
Nov. 1—— 
Gasoline tax due. 
Real property tax and personal property 
tax secured by real estate (semi-annual 
installment) due. 

















Nov. 15— 
Gasoline tax reports due. 
Use fuel tax reports and tax due. 
Nov. 20—— 
Beer and wine reports and taxes due. 
Motor carriers’ gross receipts tax due. 


COLORADO 

Nov. 5—— 

Motor carriers’ compensation taxes due. 
Nov. 10—— 

Motor carriers’ mileage statements due. 
Nov. 15—— 

Coal mine owners’ reports due. 

Coal tonnage tax reports due. 

Sales tax reports and payment due. 

Service tax reports and payment due. 

Use tax reports and payment due. 
Nov. 25—— 

Gasoline tax reports and payment due. 


CONNECTICUT 
Nov. 1— 
Gasoline tax due. 
Property tax returns due. 
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Nov. 15— 
Gasoline tax reports due. 


Railroad tax (semi-annual installment) 
due. 
Street railway tax (semi-annual install- 
ment) due. 
Nov. 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 
DELAWARE 
Nov. 15— 


Alcoholic beverage reports due from man- 
ufacturers and importers. 
Filling stations’ gasoline tax reports due. 
Nov. 30—— 
Gasoline tax reports and taxes due. 


DISTRICT OF COLUMBIA 


Nov. 10— 
Licensed manufacturers, wholesalers, or 
retailers alcoholic beverage reports due. 
Nov. 15— 
Beer taxes due. 
Nov. 30—— 


Gasoline tax reports and payment due. 
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FLORIDA 
Nov. 1— 
Intangibles tax due. 
Property taxes due. 
Nov. 10—— 
Manufacturers’ and dealers’ alcoholic bev- 
erage reports due. 
Nov. 15— 
Alcoholic beverage reports due from car- 
riers and transporters. 
Chain store reports and payment due. 
Gasoline tax reports and payment due. 





GEORGIA 
Nov. 1 
Corporation registration statements and 
fees due. 
Nov. 10—— 


Tobacco wholesale dealers’ reports due. 
Nov. 15— 
Malt beverage tax reports and payment 
due. 
Nov. 20—— 
Gasoline tax reports and payment due. 


IDAHO 

Nov. 10— 

Beer dealers’ reports due. 

Dairy product substitutes report due. 
Nov. 15— 

Electric power company reports and taxes 

due. 
Gasoline tax reports and payment due. 


ILLINOIS 
Nov. 10—— 
Motor carriers’ mileage tax due. 
Nov. 15— 
Last day to file alcoholic beverage reports. 
Public utility reports and taxes due. 
Sales tax reports and payment due. 
Warehousemen’s reports on alcoholic bev- 
erages due. 
Nov. 20—— 
Gasoline tax reports and payment due. 
Nov. 30—— 
Transporters’ gasoline tax reports due. 


INDIANA 
Nov.—First Monday—— 
Property tax (semi-annual 
due. 
Nov. 15— 
Bank and trust company intangibles tax 
reports due. 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
Nov. 20—— 
Bank and trust company intangibles tax 
due. 
Bank share tax due. 
Building and loan association intangibles 
tax reports and payment due. 
Nov. 25— 
Gasoline tax reports and payment due. 


installment) 
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IOWA 
Nov. 10—— 
Beer taxes and reports due from class A 
permittees. 


Carriers’ gasoline tax reports due. 
Reports of cigarette vendors due. 

Nov. 20—— 
Gasoline tax reports and payment due. 











KANSAS 
Nov. 10— 
Malt beverage reports and taxes due. 
Nov. 15— 







Carriers’ gasoline tax reports due. 
Compensating tax reports and payment 
due. 
Motor carriers’ gross ton mileage tax re- 
ports and payment due. 
Nov. 20—— 
Sales tax reports and payment due. 
Nov. 25—— 
Gasoline tax reports and payment due. 















KENTUCKY 
Nov. 10— 
Alcoholic beverage reports due. 
Gasoline tax reports due from importers 
and refiners. 
Nov. 15-— 
Income tax (third installment) due. 
Motor vehicle fuel tax (other than gaso- 
line) reports and payment due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax reports 
and payment due. 
Nov. 20—— 
Oil production tax reports and payment 
due. 
Nov. 30— 
Dealers’ and transporters’ gasoline tax re- 
ports and payment due. 

























LOUISIANA 
Nov. 1—— 
Pipe line transportation tax due. 
Public utility license tax due. 
Tobacco wholesalers’ reports due. 
Nov. 10— 
Importers’ gasoline tax reports and pay- 
ment due. 
Importers’ kerosene tax reports and pay- 
ment due. 
Importers’ light wine and beer tax reports 
due. 
Importers’ lubricating oils tax reports due. 
Nov. 15— 
Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wine and beer reports due. 
Carriers’ lubricating oils reports due. 
Income tax (third installment) due. 
Intoxicating liquor manufacturers’ 
dealers tax reports due. 
Tobacco wholesalers’ reports due. 
Nov. 20—— 
Dealers’ gasoline tax reports and payment 
due. 
Dealers’ kerosene tax reports and payment 
due. 
Light wine and beer manufacturers’ and 
dealers’ tax reports due. 
Lubricating oils tax due; dealers’ reports 
due. 
New Orleans sales tax reports and pay- 
ment due. 
Petroleum solvents reports due. 
Sales tax reports and payment due. 



















and 























MAINE 
Nov. 1—— 
Gasoline tax due. 
Nov. 10—— 


Malt beverage manufacturers’ and whole- 
salers’ reports due. 
Nov. 15—— 
zasoline tax reports due. 












MARYLAND 
Nov. 10—— 
Admissions tax payment due. 
Nov. 30—— 





Beer tax reports and payment due. 
Gasoline tax reports and payment due. 
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MASSACHUSETTS 
Nov. 10—— ° 
Alcoholic beverage tax reports and pay- 
ment due. 
Nov. 15— 


Cigarette distributors’ 
payment due. 
Nov. 30—— 
Gasoline tax reports and payment due. 


tax reports and 


MICHIGAN 
Nov. 1—— 
Gas and oil severance tax reports and pay- 
ment due. 
Nov. 5—— 


Carriers’ gasoline tax reports due. 
Nov. 15— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Nov. 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Gas and oil severance tax reports and pay- 
ment delinquent. 


MINNESOTA 
Nov. 1—— 
Property tax (second semi-annual install- 
ment) due. 
Nov. 10—— 
Iron ore severance tax reports due from 
carriers. 
Nov. 15— 
Interstate motor carriers’ mileage tax due. 
Nov. 25—— 
Gasoline tax payments due. 





MISSISSIPPI 
Nov. 5—— 
Factory reports due. 
Nov. 10—— 


Admissions tax reports and payment due. 
Nov. 15—— 

Gasoline tax reports and payment due. 

Light wine and beer distributors,’ retailers’ 
and wholesalers’ reports due. 

Sales tax reports and payment due. 

Tobacco reports due from distributors, 
manufacturers and wholesalers. 

Use tax reports and payment due. 


MISSOURI 
Nov. 5—— 
Non-intoxicating beer permittees’ reports 
due. 
Nov. 15—— 


Gasoline tax reports and payment due. 
Property tax returns due in first class 
cities. 
Retail sales tax reports and payment due. 
Nov. 25—— 
Gasoline tax due. 
Nov. 30— 
Soft drinks reports and payment due. 


MONTANA 
Nov. 15— 
Brewers’ and wholesale liquor dealers’ tax 
reports and payment due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
Nov. 20—— 
Crude petroleum reports due from dealers, 
producers, refiners and transporters. 
Nov. 29—— 
Telephone company taxes and reports due. 
Nov. 30—— 
Bank share tax due. 
Freight line company tax due. 


tax. 
Property tax (semi-annual installment) 
due. 
NEBRASKA 
Nov. 1—— 


Nov. 15— 


Nov. 15—— 


Nov. 25—— 


Nov. 1—— 
Nov. 10—— 


Nov. 15— 
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Last day to pay metalliferous mine license 


Bank share tax due. 
Express company taxes due. 
Personal property taxes due. 


Alcoholic beverage manufacturers’ 
wholesale distributors’ reports due. 

Gasoline tax reports and payment due. 

Imitation butter reports and taxes due. 


and 


NEVADA 
Carriers’ gasoline tax reports due. 


Dealers’ gasoline tax reports and payment 
due. 
Fuel users’ tax reports and payment due. 


NEW HAMPSHIRE 
Gasoline tax due. 
Alcoholic beverage taxes and reports due. 


Gasoline tax reports due. 


NEW JERSEY 
Nov. 1—— 

Bank share tax (quarterly installment) 
due. 

Property tax (quarterly installment) due. 

Nov. 10—— 

Excise tax reports and payment due from 
busses in interstate commerce. 

Gross receipts taxes and reports due from 
busses and jitneys in municipalities. 

Nov. 15—— 

Alcoholic beverage taxes and reports due 
from distributors, importers, manufac- 
turers, transporters, and warehousemen. 

Nov. 30-—— 


Carriers’ gasoline tax reports due. 
Distributors’ gasoline reports and pay- 
ment due. 
NEW MEXICO 
Nov. 15— 


Occupational gross income tax reports and 
payment due. 
Oil and gas conservation tax reports and 
payment due. 
Severance taxes and reports due. 
Nov. 20—— 
Motor carriers’ reports and taxes due. 
Nov. 25—— 
Gasoline tax reports and payments due. 
Use or compensating tax reports and pay- 
ment due. 


NEW YORK 
Nov. 15—— 
Additional tax due from transmission and 
transportation companies. 
Franchise (income) tax (second install- 
ment) due. 
Nov. 20—— 
Alcoholic beverage taxes and reports due. 
Nov. 25—— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise tax 
returns and payment due. 
Nov. 30—— 
Electric, gas, water, etc., company reports 
and taxes due. 
Gasoline taxes and reports due. 
Insurance company premiums taxes and 
reports due. 


NORTH CAROLINA 
Nov. 10—— 
Carriers’ gasoline tax reports due. 


Railroads’ alcoholic beverage reports due. 
Nov. 15—— 

Sales tax reports and payments due. 

Spirituous liquor tax due. 

Use tax reports and payment due. 
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Nov. 10—— 









tax. 
Nov. 20—— 


Oil production tax reports 


Employers’ 
source due under Philadelphia income | 


NORTH DAKOTA 


Oil reports and taxes due. 


due. 


Dairy reports due. 


‘ehouse reports due. 


OHIO 


ax due. 


OKLAHOMA 


and payment due. 


Gasoline tax reports and payment due. 
Interstate motor carriers’ taxes due. 


Dealers’ gasoline tax reports due. 
Private motor carriers’ reports and emer- 
gency taxes due. 


Carriers’ gasoline tax reports due. 


Property tax (installment) due. 


Distributors’ gasoline tax reports and pay- | 
ment due. 


Alcoholic beverage transactions taxes and 


Admissions tax reports and payment due. , 
Beer and wine reports due from class A | 

and B permittees. 
Wholesale cigarette dealers’ reports due. 


Cigarette use tax reports and payment due. 


Oil, gas and mineral gross production tax 


reports of mines other than 


coal due. 


gross receipts tax 


payment due. 


beverage reports 


OREGON 


e. 


PENNSYLVANIA 


return of tax 


d payment due. 


RHODE ISLAND 


SOUTH CAROLINA 


reports and 


Gasoline tax reports and payment due. 
Sales tax reports and payment due. 


Coal mine operators’ reports due. 
Diesel fuel oil tax 


Use tax reports and payment due. 


Gasoline tax reports and payment due. 
Motor carriers’ reports and taxes due. 


withheld 


Gasoline tax reports and payment due. 


Tobacco products tax report due. 


Gasoline tax reports and payment due. 


Gasoline tax reports and payment due. 


Admissions tax reports and payment due. 
Last day to file power tax return and pay | 


and payment 


reports and payment 


and payment 


Alcoholic beverage tax reports and pay- 


Importers’ spirituous and vinous liquor re- 
ports due. 
Malt beverage reports due. 


at | 


Manufacturers’ alcoholic beverage tax re- 


Manufacturers’ alcoholic beverage reports | 


| 
| 
| 
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SOUTH DAKOTA 
Nov. 1— 
Passenger motor carriers’ taxes due. 


Property tax (second installment) due. 
Nov. 15— 


Alcoholic beverage sales tax reports due. | 


Gasoline tax reports due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 


TENNESSEE 
Nov. 1—— | 
Cottonseed oil mill reports due during | 
month. | 
Nov. 10— 


Barrel beer tax due. 
Carriers’ gasoline tax reports due. 


Last day to file alcoholic beverage tax 
reports. 


Nov. 20—— 
Distributors’ gasoline tax reports and pay- 
Nov. 30— 


ment due. 


TEXAS 
Nov. 15— 
Oleomargarine dealers’ taxes and reports 
due. 
Nov. 20—— 
Gasoline tax reports and payment due. 
Nov. 25—— 
Carbon block production tax reports and 
payment due. | 
Natural gas production tax reports and 
payment due. 
Oil production tax reports and payment 
due. 


Theatres’ prizes and awards tax reports | 





and payment due. 





Nov. 30 
Property tax (first installment) due. 





UTAH | 
Nov. 10— 
Carriers’ gasoline tax 1eports due. 
Liquor licensees’ reports due. 
Nov. 15— 
Distributors’ and retailers’ 
reports and payment due. 
Sales tax returns and payment due. 
Use tax returns and payment due. 
Nov. 30— 
Property tax delinquent at noon. 


gasoline tax 


VERMONT 
Nov. 10—— | 
Alcoholic beverage tax reports and pay- | 
ment due. 
Property tax payable in installments due. | 
Nov. 15— 
Electric light and power company tax re- | 
ports and payment due. } 
Nov. 30— 
Gasoline tax reports and payment due. 
National bank deposits tax due. 


VIRGINIA 
Nov. 10— 
Beer dealers, bottlers and manufacturers’ 
reports due. 
Nov. 20—— 
Gasoline tax reports and payment due. 


WASHINGTON 
Nov. 10— 
Malt products brewers and manufacturers’ 
reports due. 
Nov. 15— | 
Admissions tax reports and payment due. | 
Butter substitutes reports and taxes due. | 


October, 1940 


Gasoline tax reports and payment due. 

Gross income tax returns and payment due. 

Public utility gross operating tax reports 
and payment due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 





| Nov. 30 
Property tax (semi-annual installment) 
due. 
WEST VIRGINIA 
Nov. 1—— 
Bank share tax due. 
Property tax (semi-annual installment) 
due. 
Nov. 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 
Nov. 15— 


Sales tax reports and payment due. 


Gasoline tax reports and payment due. 


WISCONSIN 
Nov. 10—— 
Alcoholic beverage tax reports due. 
Tobacco products tax returns due. 
Nov. 20—— 
Gasoline and diesel fuel tax reports and 
payment due. 


WYOMING 
Nov. 10— 
Bank share tax (semi-annual installment) 
due. 
Carriers’ gasoline tax reports and pay- 
ment due. 
Property tax (semi-annual installment) 
due. 
Nov. 15— 


Gasoline tax reports and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 

Nov. 20—— 
Motor carriers’ taxes and reports due. 


FEDERAL TAX CALENDAR 
Nov. 15— 

Corporation income tax and excess profits 
tax return for fiscal year ended August 
31. Form 1120. 

Entire income-excess profits tax or first 
quarterly installment due on returns for 
fiscal year ended August 31. Forms 1040, 
1041, 1120, 1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended May 31, with interest at 
6% from August 15 on first installment. 
Form 1040 or 1120. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended May 31. Forms 
1040, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended August 31. Form 1041. 

Foreign partnership return of income cue 
by general extension for fiscal year ended 
May 31. Form 1065. 

Individual income tax return due by gen- 
eral extension for fiscal year ended 
May 31, in case of American citizens 
abroad. Form 1040. 

Individual income tax return due for fiscal! 
year ended August 31. Form 1040. 

Last quarterly income tax payment due on 
returns of nonresidents for fiscal yea! 
ended August 31, 1939. Forms 1040B 
1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax returns 
due for fiscal year ended August 3!. 
Form 1120L. 

Monthly information return of stockhold- 
ers and directors of foreign persona 
holding companies due for October. 


Form 957. 
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Nonresident alien individual income tax , 
return due for fiscal year ended May 31. 


Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended May 31. Form 
1040NB. 


Nonresident foreign corporation income tax 
return due for fiscal year ended May 31. 
Form 1120NB. 

Partnership return of income due for fiscal 
year ended August 31. Form 1065. 


Personal holding company returns due for | 


1120NB. 


fiscal year ended August 31. Form 1120H. | 1120L. 
Resident foreign corporations and domes- | |, 
tic corporations with business and books | Nev. 20—— 


abroad or principal income from U. S. 
possessions—returns due for fiscal year 
ended May 31 by general extension. 
Form 1120. 


lalking Shop 
(Continued from page 641) 


The results are ridiculous, unless you happen to 
be one of the parties involved. But here is another 
situation of which much more will be heard, since 
it is quite new. 

\ man who has reached the age of sixty-five and 
quits work makes application for old-age benefits. 
He finds that he has no credits, since the Bureau of 
Internal Revenue ruled that his was not “covered” 
employment. He appeals to the Social Security 
Board, which decides that his employment was or 
should have been covered. The Board wants the 
Collector to go and get the taxes from the employer; 
the Collector stands by the Bureau ruling. And who 
in heck is going to break the deadlock? 


Students’ Department 


In large firms the procedure of preparing a tax 
return after the data have been obtained is thus: 

1. A tax man prepares it. 

Another tax man checks it. 
3. After it is typed, it is proofread by different people, in 
the course of which all calculations are checked. 

Even then, arithmetical errors have an annoying 
way of cropping up later, “taxperts” being human 
beings and taxpayers waiting until the eleventh hour 
to have returns prepared. Haste and accuracy are 
about as friendly as a Nazi and John Bull. 

The big majority of returns are prepared by men 
who have no facilities for such an internal check. 


Hence our 


Question: How can I prove my own work? Merely re- 
computing the same figures makes it easy to repeat the same 
mistake. Are there other ways? 

Answer: Certainly. Here is an actual case from the Shop- 
talker’s files, with figures rounded off. 


Net income ...... $19,200 
Exemption and credit 2,900 
Surtax income 16,300 
Earned income credit 600 
Normal tax income .. $15,700 


Second quarterly income-excess profits tax _ Nov. 30—— 
payment due for fiscal year ended May | 
Form 1040B. 31. Forms 1040, 1041, 1120, 1120H, 1120L. 


Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended February 29. 


Monthly information return of ownership 
certificates and income tax to be paid at | 
source on bonds due for October. Form 
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Admissions, dues and safety deposit box 
rentals tax due for October. Form 729. 


Excise tax on electrical energy, telegraph 
and telephone facilities and transporta- 
tion of oil by pipe line due for October. 
Form 727. 


Forms 1040B, 


Stockbrokers’ monthly return of stamp ac- 
count due for October. Form 8338. 


Third quarterly income-excess profits tax 
payment due for fiscal year ended Feb- 
ruary 29. Forms 1040, 1041, 1120, 1120H, 


Excise tax on lubricating oils, fancy 
wooden matches, and gasoline due for 
October. Form 726. 


Excise taxes on sales due for October. 
Form 728. 


Processing tax on oils due for October. 
Form 932. 


Sugar (manufactured) tax due for October. 
Form 1 (Sugar). 





The ordinary way of computing this is to say 





496 of the last Geure is ...........66.00055.. $628 
Surtax on $16,000 from table is...... $780 
$300 @ 11% 33 813 
Total tax 


$1,441 


Now for the proof. Consider that each surtax 





bracket includes the normal tax also. Then, 

On the first $4,000 @ 4%. $160 
next 2,000 @ 8%..... 160 
“2000 @ 9%... 180 
“2,000 @ 10%. 200 
“ 2M @ 1%.... 220 
“ 2,000 @ 12%........ 240 
“ 2,000 @ 13%...... 260 
On the last 300 @ 15% 45 
Sub-total ....... ee $1,465 

3ut the $600 earned income is not 
subject to 4% normal, so deduct 24 





Total proof ee $1,441 

The same method may be applied to New York 
State returns. Here the tax is graduated. We will 
apply it to the same figures as above, except that New 


York allows no earned income credit. 








On the first $1,000 @ 2% $20 
next 2,000 @ 3%.. ; 60 
“ 2,000 @ 4%. 80 
“2,000 @ 5%... 100 
“ 2,000 @ 6%.. 120 
On the re- 
mainder 7,300 @ 7% 51 
Total “normal tax’... $891 
“Emergency 
tax” $16,300 @ 1% 163 
Total tax $1,054 


Now consider each bracket as 1% higher. We 
would have: 


On the first $1,000. . S3e 
next Z000........ = 80 

© 200... = 100 

“ 2,000. hee os 120 

« 200d... ; a 140 

last 7,300. 584 





Total proof 




































































































































































































































































































































































State Tax Commissions— 
Their History and Reports 
(Continued from page 638) 
Reports of the State Tax Commission—Continued 




















Place and No. of 








































































































Year Period Covered Date of Pub. Report Paging 
1896 For yr. 1895 Centreville, ’96 ix+84 p 
Dated Jan. 15, 1896 
1898 For yr. 1897 Baltimore, ’98 xiv+78 p 
Dated Jan. 18, 1898 
1900 For yr. 1899 Salisbury, ’00 viii+77 p 
Dated Jan. 18, 1900 
1902 For yr. 1901 Salisbury, ’02 viii+72 p 
Dated Jan. 1, 1902 
1904 For yr. 1903 Hagerstown, ’04 v+86 p 
Dated Jan. 1, 1904 
1906 For yr. 1905 Hagerstown, ’06 vi+93 p 
Dated Jan. 1, 1906 
1908 For yrs. 1906-'07 Hagerstown, '08 v+196 p 
Dated Jan. 1, 1908 
1910 For yrs. 1908-’09 Hagerstown, '10 v+227 p 
Dated Jan. 1, 1910 
1912 For yrs. 1910-11 Hagerstown, '12 vii+287-+ 
Dated Jan. 1, 1912 (1) p 
1914 For yrs. 1912-13 Hagerstown, '14 (6)+356+ 
Dated Jan. 1, 1914 (1) p 








State Tax Commission 











In 1914, the State Tax Commission of Maryland was 
created. It has general supervision over the admin- 
istration of the assessment and tax laws of the state 
and is required to report its proceedings and recom- 
mendations biennially to the General Assembly. The 
office of State Tax Commissioner was abolished by this 
act, and his duties and powers were given to the 
State Tax Commission. (Laws of Maryland, 1914, 
Ch. 841, p. 1637.) 


In 1922, the Finance Department was established 


embracing the Division of Financial Review and 
Control, the Division of Deposit and Disbursement 
and the Board of Public Works. The State Tax 
Commission was assigned to the Division of Financial 
Review and Control, and was placed under the super- 
vision and direction of the Comptroller with respect 
to its administrative as distinguished from its judicial 


or semi-judicial functions. (Laws of Maryland, 1922, 
Ch. 29, Part II, Subdivision 2.) 






















































































Reports of the State Tax Commission 














Place and No. of 













































































Yeor Period Covered Date of Pub. Report Paging 
1914-15 Dated Jan. 15, 1916 Baltimore, '16 ist 265 p 
1916-717. Dated Feb. 15, 1918 Baltimore, ’18 2nd 483 p 
1918-19 Dated Feb. 1, 1920 Baltimore, ’20 3rd 111 p 
1920-’21 Dated Feb. 1922 Baltimore, '22 4th 88 p 
1922-’23 Dated Jan. 1, 1924 Baltimore, '24 5th 53 p 
1924-'26 Dated Feb. 1, 1927 Baltimore, ’27 6th 62 p 
1927-'28 Dated Feb. 1, 1929 Baltimore, n.d. 7th 43 p 
1929-"30 Dated Jan. 1, 1931 n. p., n. d. 8th 55p 
1931-32 Dated Jan. 1, 1933 Baltimore, n.d. 9th 50p 
1933-"34 Dated Jan. 10, 1935 n. p., n. d. 10th 52 p 
1935-"36 Dated Jan. 15, 1937 n. p., n.d. 11th 48 p 
1937-38 Dated Jan. 15, 1939 Rn. p., n. 4. 12th (4)+5—55 p 





(Continued in next issue) 
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Removal of Tax Barriers 
To American Foreign Trade 


(Continued from page 620) 
other products that are customarily sold through such 
independent intermediaries. 


Permanent Establishment Rule 

The corollary of the foregoing principle is the tax- 
ation of domestic profits of a foreign enterprise only 
if it has an office, branch or other permanent estab- 
lishment in the country. This is the key provision 
in our treaties with France and Sweden, and in most 
of the general double taxation treaties between 
European States, and was included in Article 4 of 
the Mexico City model convention. 


Allocation Principles 


Such a rule permits the taxation by the country 
in which the branch is situated of only the profits 
directly attributable to it. Accordingly, if an enter- 
prise manufactures goods in one contracting State 
and sells them through a branch in the other, only 
the sales profit is taxable in the latter State, and the 
manufacturing profit is allocated to the first State. 
The criterion for determining these two profits may 
be the independent factory price of goods imported 
into the second State for sale, as is envisaged in case 


1A of section 19.119-la of United States Regu- 
lations 103. 


Separate Accounting 


For these sales branches, and also for other types 
of establishments, the criterion proposed by the Fiscal 
Committee of the League of Nations and contained 
in Article 6 of the Proctocol to the Mexico City model 
convention is that each permanent establishment 
should be taxed on the basis of its separate accounts, 
and that there should be reflected in such accounts 
the profits which such establishment would have 
derived if it had been an independent enterprise 
engaged in the same or similar activities under the 
same or similar conditions. 


Conclusion 


Moreover, the clauses might stipulate that taxes 
withheld from dividends, interest, and other income 
received by American taxpayers from sources within 
the other State would be allowed as a credit against 
the United States tax. Such a credit, in all cases, 
could be assured by an amendment to the Internal 
Revenue Code, under which a taxpayer deriving 
income from sources in a foreign country shall be 
deemed to have paid any tax which has been deducted, 
withheld, or recouped from such income by the payor 
thereof under the laws of such foreign country. 
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WASHINGTON 


Excess Profits Tax 

As we go to press the Excess lrofits Tax Bill of 
1940, H. R. 10413, also designated as the Second Rev- 
enue Bill of 1940, has just passed the Senate by a vote 
of forty-six to twenty-two. The Bill, though amended 
on the Senate floor, differs very little from the form 
in which the Finance Committee reported it. How- 
ever it does differ rather drastically from the House’s 
version, passed on August twenty-ninth. The Bill now 
goes into conference where it is expected that the 
wrinkles will be ironed out satisfactorily and that a 
new law will probably be in effect around October first. 

In our November issue we shall feature an article 
treating of the new tax and prepared for our readers 
by Mr. J. S. Seidman of the Accounting Firm of 
Seidman & Seidman, New York City. 


Income Tax Returns 


By the Act of April 19, 1935 (Pub No. 40), the in- 
come tax law was amended to permit inspection of tax 
returns under prescribed conditions by state tax of- 
ficials. To facilitate such inspection, it was made 
discretionary with the Commissioner to issue regula- 
tions requiring duplicate copies. Following the en- 
actment of this law, the Commissioner issued a ruling ' 
effective for taxable years beginning after December 
31, 1934, requiring every person to file with the income 
tax return a copy thereof on a duplicate form (green 
paper) or a photostatic or photographic copy of the 
original return, and describing the procedure for in- 
spection of the returns by state tax officials. 

Corresponding regulations were in effect until 
the recent issue of T. D. 4989,2 which makes Secs. 
19.55(b)-2, 19.55(b)-3 and 19.55(b)-4 inapplicable to 
taxable years beginning after December 31, 1939. In 
other words, for taxable years after December 31, 


‘TI, T. 2947, XIV-2 CB 115. 
* 401 CCH {| 483.01, 484.01, 485.01, 486.01. 
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1939, it is not necessary to file a copy of a tax return 
in addition to the original return, and consequently 
duplicate income tax returns, or photostatic or photo- 
graphic copies thereof will not be available for inspec- 
tion by state tax officials. 

Under Code Sec. 55(b), original income tax re- 
turns are open to inspection by state officials, under 
prescribed regulations. The new regulations provide 
that when permission to inspect original returns is 
requested, the application of the governor of the state 
must conform to the requirements specified in Sec. 
19.55(b)-4,* applying to copies of returns filed for 
taxable years beginning before January 1, 1940. 

Under T. D. 4991,* the scope of inspection of income 
tax returns for any taxable year beginning on or after 
July 31, 1939, is extended to permit inspection by any 
official, body, or commission, lawfully charged with 
the administration of any tax law of the District of 
Columbia, Alaska, Hawaii, the Philippine Islands, or 
Puerto Rico, or any representative or representatives 
of such official, body, or commission. 


The procedure prescribed for obtaining permission 
to make such an inspection is designed to prevent 
examination of returns by unauthorized persons and 
for purposes other than tax administration 


National Tax Association 


At the recent New York Conference of the National 
Tax Association, Allen Jay Maxwell, Commissioner 
of Revenue of North Carolina, was elected president 
for the ensuing year, and Seth T. Cole of New York 
was chosen vice president. Walter G. Query of South 
Carolina and Robert J. Eby of New York were named 
to succeed themselves as secretary and treasurer, 
respectively. 


3401 CCH f§ 485. 
4 401 CCH § 510.02, 403 CCH {§ 3614.02, 3614.04, 4016.11. 
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The Concept of a Shared Tax 


(Continued from page 598) 


Ojten they are called trust and agency transactions, 
as in the budgets of Iowa,” Kentucky,®° and Wis- 
consin.*! In the budget of the last-named state, the 
total tax collections are shown in a table entitled 
“General Taxes and Agency Receipts.” As part of 
this table, the total collections of shared taxes are 
included but are enclosed in parentheses and are not 
included in the table total, while the net amounts 
retained by the state are shown as separate items and 
are included in the total. Most of the states run them 
through special funds, and some states report them as 
transactions of these funds only. 

Many states exclude them completely, particularly in 
the case of budgets, although the Comptroller Gen- 
eral’s report of New Jersey contains the following 
statement : 

“The revenue from Second Class Railroad Taxes which is 
merely collected by the State and immediately disbursed to 
Municipalities is not considered in this report as either a State 
Revenue or a State Expenditure.” ” 

Much can be said, however, for including local 
shares as revenues and as costs. In the first place, 
they are a part of the state tax system; the state 
authorizes and levies the tax. Secondly, states often 
tell the minor civil divisions what to do with the 
money shared, and in some cases the state supervises 
the expenditure very closely. In other words, the 
local share resembles closely a grant, which is almost 
always considered a state expenditure, and hence it 
should probably be treated in the same manner. 
Third, to present adequate, comparable statistics of 
tax collections it is almost essential to present total 
collections, no matter whether they are retained by 
the state or shared. Many statistics of tax collections 
are on this basis, as, for example, those compiled by 
Dr. Mabel Walker * 


ment.** 


and by the Treasury Depart- 
On the other hand, the Bureau of the Census 
has excluded local shares from its statistics of state 
revenues.*° 


The problem of how to treat locally-collected state- 
shared taxes arises again in this connection, for, as 
pointed out previously, these local shares may not be 


recorded on the books of the state. Hence, it is often 


impossible to get data from the state’s records on the 


local shares of these taxes. Moreover, it seems a ques- 


tionable practice to call such local shares state reve- 
nues when the state does not even see them. 


** Iowa Governor, Budget Report, 1939-41, p. 6, 20. 

" Kentucky Governor, Executive Budget, 1941-42, p. 34. 

* Wisconsin Bureau of the Budget, State Budget, 1939, p. XIV. 

2 New Jersey Comptroller of the Treasury, Annual Report, 1937, 
Dp. 22. 

’ Tax Policy League, Tax Yields: 1939, 1940. 

*U. S. Treasury Department, Collections from Selected State- 
Imposed Taxes, 1930-1936, p. II-5. 
* Bureau of the Census, Financial Statistics of States: 1937, p. 25. 
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A possible solution lies in including local shares as 
revenues and costs and then distinguishing between 
gross and net state revenues and costs. Gross reve. 
nues would consist of all state revenues including local 
shares collected by the state. 


Net revenues would 
consist of revenues used for state purposes only, 
amounts to be distributed to localities as grants or 
local shares being excluded. Gross costs would in- 
clude all costs of state government, including local 
shares distributed by the state. Net costs would 
include payments by the state for state purposes only, 
grants and local shares being excluded. For example, 
assume that a state collects $50 million in revenue 
and spends $50 million, of which $10 million is dis- 
tributed to localities as grants and $5 million as local 
shares, the remaining $35 million being expended for 
state purposes. Gross revenues would be $50 million, 
net revenues $35 million. Gross costs would be $50 
million, net costs $35 million. Per capita revenues 
and costs may also be computed on these bases. 

This concept is particularly significant in computing 
the total revenues and costs of all three levels of 
government—federal, state, and local; for to avoid 
double counting of inter-level transactions (i.e., grants 
and shared taxes) only the net revenues or net costs 
of such level should be added together to get the total 
figure.*® 


State-Collected Locally-Shared Taxes 
Imposed at Local Rates 


In some states property taxes are imposed by the 
state at local rates, the proceeds of the tax at the local 
rate being collected by the state and returned entirely 
to the locality in which collected. The procedure is 
somewhat similar to that in which the county collects 
property taxes for its local units. The state assesses 
a certain type of property and apportions the assess- 
ments among the localities usually on the basis of 
where the property is located. The locality certifies 
its general property tax rate to the state. The state 
then adds this rate to its own rate (if any), applies 
the total rate to the valuation of the specific property, 
bills the owner, collects the tax, and pays the pro- 
ceeds of the local levy to the localities on the basis 
of the apportioned assessment. Examples of this type 
of tax are the taxes on private car companies in 
Utah,** on public service companies in West Virginia.” 
and on second class railroad property in New Jersey.” 


* Another way to accomplish this is to distinguish between state 
revenues and expenditures from own sources, and state revenues 
and expenditures for own functions. See U. S. Treasury Depart- 
ment ‘‘Federal and Estimated State and Local Revenues and Ex- 
penditures for General Government Fiscal Year 1938,’’ Bulletin 
of the Treasury Department, August, 1939, p. 4. 

* Sections 80-6-3 and 80-10-23, 1933 Revised Utah Statutes. 

38 Chapters 11, 18, Article 9, Sections 5 and 6, 1931 West Virginia 
Code. 

%® Title 18: Section 10-33; Title 54, Chapter 24, New Jersey Re- 
vised Statutes, 1937. 
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The foregoing instances are examples of another 
type of border line case. Does this type of tax come 
within the definition of a state-collected locally-shared 
tax? Although Chatters and Tenner do not define 
the state-collected locally-shared tax, the term “taxes 
levied for other governmental units” is defined as 
“taxes that are levied by one governmental unit and 
are to be collected [by this unit] and paid over to 
some other unit.” #° Though the chief purpose of this 
definition probably is to describe general property 
taxes collected by counties for their civil divisions, it 
applies also to taxes of the nature described above. 
\Vhether there exists a distinction between “taxes 
collected for other governmental units” as defined 
above, and shared taxes as defined under the “collections- 
If a broad inter- 
pretation be given to both definitions, they apparently 
coincide. Narrowly interpreted, however, a differen- 


basis” definition, is a moot question. 


tiation might be made between local taxes which the 
state collects and returns and state taxes which the 
state collects and distributes 





in whole or in part— 
to its localities. The Public Roads Administration appar- 
ently attempts to do this when, as pointed out pre- 
viously, it distinguishes between shared taxes and 
state-administered local taxes. 


Summary 
Four problems have been raised in this article: 


First, the question of deciding upon a standard definition 
of a “shared tax’ was presented, the two most popular con- 
cepts being outlined. No solution was offered. 


Second, the problem of the treatment of the locally-collected 
state-shared tax was set forth. In determining which are 
shared taxes and which are not, it was suggested that the two 
criteria of state supervision and of state sharing be applied. 

Third, whether local shares are state revenues or non- 
revenues and state costs or non-costs was discussed, and it 
was pointed out that the solution may lie in distinguishing 
between gross and net state revenues and costs. 

Fourth, the question of whether or not state shared taxes 
imposed at local rates are shared taxes was raised. No 
answer was given. 

One authority has characterized the trend in state- 
local relations in this country as toward “the middle 
way” with the central government collecting a large 
part of the revenues and the local governments spend- 
ing them, and with a balanced relationship existing 
Such a 
prediction inevitably foretells an increase in the vol- 


between state control and local autonomy.*! 


ume of state aid accompanied by unavoidable prob- 
lems, not the least of which will be the struggle to 


maintain this balanced relationship. Essential to the 


solution of such problems is a better understanding 
of the concept and nature of the types of state aid. 


~ rr. $46. 
" Virgil Sheppard, ‘‘The Middle Way—American Plan,’’ National 
Municipal Review, Vol. 29, No. 5, May 1949, p. 296. 
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New York City Miscellaneous Taxes ; , 
oe Re Calendar of 1940 Sessions of State Legislatures 
(Continued from page 635) ° 
The public utility tax is enforced very easily, but Jurisdiction 
the cigarette tax was overdone. 
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The cost of administering the emergency taxes is Maine (2d Sp.).. June 26 2 
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The revenues derived from these taxes are more Nebraska (Ist Sp.)....... -. Jom 2 Jan. 13 
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as a result, the credit and financial conditions of New New Mexico (Ist Sp.)........ Sept. 30 veeeees 
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gency taxes, excepting the cigarette tax, for another "2 Fe seseemene feet. 20. a a exc 
year. The writer feels that the emergency taxes will id 
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continue for many years to come either as local or pays 
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Fa ° Indl 
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the city to do so in the future. An illustration of be 
this is the case of the cigarette tax, which the state In: 
° . ° ut 
has already absorbed. In view of the fact that the a 
New York City Retail Sales Tax is the most pro- the 
ductive of the emergency taxes, the state is likely to the 
assume and adopt this tax at some time in the future. ° 
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(Continued from page 610) : 
(b) (3), as long as the policy behind section 3801 is 197 
not violated, is a step in the right direction. 28: 
; : . , ; ow 
The primary purpose of the drafters of section 3801 os 
was to devise a sound theory which could be incor- de 
porated into statutory form to replace the uncertainty - 
. " ; 5 9) 
resulting from application of rules of estoppel and a 
recoupment.”® It has been our purpose to re-examine ame 
some of the operative provisions of the statute to see 19 
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Appellate and Lower Courts 


Estate Tax—Power of Appointment—Source of Appointee’s 
Acquisition.—Decedent was given a power of appointment by 
her father’s will. In default of her exercise of the power, the 
property was to be distributed in accordance with the intestate 
laws of Pennsylvania. Thus distributed, it would have gone 
to two individuals. Decedent by her will made bequests in 
excess of her own property, thereby exercising the power of 
appointment. She bequeathed less to the two individuals 
than they would have taken under her father’s will. It is held 
on authority of Rothensies v. Fidelity-Philadelphia Tr. Co. et al., 
Exrs. (40-1 ustc J 9422) that the property willed to the two 
individuals was not part of decedent’s gross estate. The court 
holds that the entire bequests to the two individuals should 
be regarded as coming from the estate of decedent’s father. 
In so doing, it rejects the following possible methods of com- 
puting the amount which passed under the power: (1) that 
the bequest was made from the decedent’s estate to the extent 
thereof and from her father’s estate as to the balance; (2) that 
the bequests should be apportioned between decedent’s indi- 
vidual property and that over which she had the power.— 
U.S. District Court, Eastern Dist. of Pennsylvania, in Fidelity- 
Philadelphia Trust Co. and James F. Shrader, Exrs., Estate of 
Helen P. Read, Deceased v. Walter J. Rothensies, Collector of 
Internal Revenue, First Dist. of Pennsylvania. No. 319. 


Excess Profits Tax for 1919—Refunds under Sec. 284(c), 
1926 Act.—Plaintiff is denied refund for 1919 under section 
284(c) of the 1926 Act (refund without limitation, and with- 
out claim, for prior years because of insufficient deductions 
taken, adjustments for which in a later year resulted in a 
decrease of invested capital by the Commissioner). Although 
insufficient depreciation deductions were taken by taxpayer for 
1919, the Commissioner asserted no deficiency for a later year 
that was attributable to decrease in invested capital due to 
insufficient deductions in 1919. An additional tax asserted for 
1921 resulted from an increase in reported income, not from 
a decrease in invested capital—U. S. District Court, South- 
ern Dist. of West Virginia, in United Pocahontas Coal Co. v. 
United States. No. 2. 


Foreclosure—Worthlessness of Note Secured by Second 
Mortgage Denied.—The Court affirms the Board’s holding 
that a note secured by a second mortgage was not ascertained 
to be worthless as ground for a deduction in 1935 merely 
because the mortgaged property had been sold on foreclosure 
in 1934 by the holder of the first mortgage, where it does not 
appear from the evidence that the primary obligation of the 
note was worth less than the full amount of the loan. Because 
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of Massachusetts law leaving a mortgagor with no period of 
redemption after foreclosure under a power of sale contained 
in the mortgage, the Board held that a deduction to be taken 
as to a mortgage loan is confined to the year of sale. 

Affirming Board of Tax Appeals decision, 39 BTA 77, CCH 
Dec. 10,566.—U. S. Circuit Court of Appeals, Second Circuit, 
in Arthur Berenson v. Commissioner of Internal Revenue. No. 
16975, October Term, 1939. 


Foreign Taxes—Credit or Deduction—Where a taxpayer 
on his 1934 return deducted from gross income the amount of 
the Canadian income tax on dividends from a Canadian cor- 
poration (by reporting as income the net amount of dividends 
received from the Canadian corporation after deduction for 
withheld taxes) he is not entitled, on a plea of having believed 
that the Canadian tax deduction was for an excise tax and not 
an income tax, to have the benefit of the credit under Sec. 131, 
1934 Act, in lieu of the deduction originally taken.—U. S. 
District Court, Western Dist. of New York, in William L. 
Marcy, Jr. v. George T. McGowan, Collector of Internal Revenue, 
Twenty-eighth Dist. of New York. No. 147. 

Gift Tax—Number of $5,000 Exclusions under Prior Law.— 
On January 1, 1930, plaintiff created an irrevocable trust for 
the benefit of his minor children, naming himself as trustee. 
The instrument provided that the income of the trust as it 
was earned was to be added to the corpus. Upon the bene- 
ficaries reaching 21, each was to receive his or her share of 
the corpus, and if any beneficiary died before reaching 21, his 
share was not to pass to his heirs until the time when the 
beneficiary, if living, would have reached 21. In 1934, decedent 
amended the trust by adding to the corpus certain shares for 
the equal benefit of two of his minor children. In 1935 he 
made additions to the corpus of the trust for the equal benefit 
of his wife and the two children named in the 1934 amend- 
ment, providing that the income be paid to his wife and 
children in such proportions as he, as trustee, should deter- 
mine or should be accumulated for their benefit until the 
termination of the trust. The trust was to terminate upon his 
death, at which time the trust property was to be paid over to 
his wife and children as tenants in common in equal shares. 
It is held that the beneficiaries of the trust, and not the trust 
itself, were the donees of the gifts, the plaintiff being entitled 
to a $5,000 exclusion for each beneficiary, and that the gifts to 
the beneficiaries were gifts of a present interest rather than 
gifts of a future interest—U. S. District Court, Dist. of 
Massachusetts, in Stephen Paine v. Wm. M. Welch, Individually 
and as Former Collector of Internal Revenue, Dist. of Massa- 
chusetts, and Thomas B. Hassett, Individually and as Acting 
Collector of Internal Revenue, Dist. of Massachusetts. Civil 
No. 183. 
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Inventory Valuation—Securities Dealer.—The Commissioner 
erred in valuing the appellant’s closing inventories of securi- 
ties for 1933 and 1934 at market, where it appears that the 
appellant was a dealer in securities and the method used by it 
in valuing its inventories clearly, but not accurately, reflected 
income, “which is all that is required.” The errors appearing 
in its accounts were easily ascertainable and correctible from 
its books, which were approximately on a cost basis. “In our 
opinion, the errors of the taxpayer did not bring into opera- 
tion the wide discretion of the Commissioner to reject its 
method of valuing inventories which was approximately cor- 
rect and to select one which was at variance with the tax- 
payer’s consistent method.” 

Reversing District Court decision, 39-1 ustc J 9299, 26 Fed. 
Supp. 849.—U. S. Circuit Court of Appeals, Sixth Circuit, in 
The Huntington Securities Corp. v. Harry F. Busey, Collector of 
Internal Revenue. No. 8288. 


Levy for Taxes—Taxpayer’s Liability as Guarantor.—Plain- 
tiff had a contract for construction work. It was under bond 
vuaranteeing payment by subcontractors for materials used. 
A subcontractor failed to meet its obligation to a material- 
man, and the latter notified plaintiff to withhold any sums 
due from it to the subcontractor. The subcontractor was also 
liable for federal income taxes, and demand was served on 
plaintiff by the Collector for so much of the amount owing 
by it to the subcontractor as was necessary to meet the obli- 
gation for taxes. Plaintiff disregarded the demand and used 
the amount in its hands to pay the materialman. Thereafter, 
on demand by the Collector, it paid the taxes of the sub- 
contractor. It is held that the sums in the hands of the 
contractor were not subject to levy by the government. 
Under New Jersey law as judicially interpreted, an insolvent 
subcontractor can not recover an amount due him from the 
contractor when the latter is in fact obligated under his 
statutory bond for more than that amount to one of the 
materialmen of the subcontractor. Therefore the plaintiff did 
not have in its possession a right of the subcontractor to 
property subject to distraint for the latter’s taxes as con- 
templated by Sec. 1114 (e) of the 1926 Act. 

Reversing District Court decision, 39-2 ustc J 9668, 28 Fed. 
Supp. 907.—U. S. Circuit Court of Appeals, Third Circuit, in 
Karno-Smith Co. v. Harry L. Maloney, Collector of Internal 
Revenue, First Dist. of New Jersey, No. 7261. 


Lien for Taxes—Priority.—In a suit to enforce and fore- 
close a lien in favor of the United States on account of taxes 
and interest for 1920, 1921, 1925, and 1926, the Court holds 
that the Government has a valid and subsisting lien against 
the property described herein, that the same be sold in the 
manner described, and that the proceeds be applied to the 
payment of liens in the priority to be subsequently deter- 
mined.—U. S. District Court, Western Dist. of South Carolina, 
in United States v. John T. Woodside and Mrs. Lou Wood- 
side, His Wife; City of Greenville, S. C., and B. F. Dillard, as 
Its Clerk and Treasurer; Greenville County, S. C., and Robert 
N. Smith, as Its Treasurer; Citizen’s Bank of Taylors, S. C., 
and IV. A. Hopkins, Receiver; People’s State Bank of South 
Carolina and Wm. Elliott and Robert Gage, Receivers; Bilt- 
right Building Co.; Easley Cotton Mills, and F. WW. Hulsey. 
Eq. No. 538. 

Preferred Stock Redemption Equivalent to Dividend.— 
Retirement of preferred stock in 1933 was essentially equiva- 
lent to the distribution of a taxable dividend. The corporation 
which retired the stock was owned by three members of a 
family. Though earnings were substantial in 1930-1933, no 
dividends were paid on the common stock. Retirement of 
one issue of preferred stock was completed in 1931. In 1932, 
411 shares of preferred stock were issued in exchange for 
the same number of common shares. In April, 1933, all of 
the preferred stock was redeemed, and shortly thereafter the 
corporation issued 249 shares of preferred stock. At the time 
of the 1933 preferred stock retirement, undistributed surplus 
was five times the amount of the par value of the retired 
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stock, and earnings for 1933 were more than three times the 
par value of the stock. 

Affirming Board of Tax Appeals memorandum decision. 
CCH Dec. 10,774-A.—U. S. Circuit Court of Appeals, Seventh 
Circuit, in Stanley Goldstein v. Commissioner of Internal Reve- 
nue. No. 7182. 


Processing Tax on Hogs—Refunds.—It is held that under 
the AAA the petitioner was not the first domestic processor 
and taxpayer, and therefore has no right to a refund. More- 
over, in failing to provide a refund to the petitioner in such 
a case, the refund statute did not violate due process. 

Affirming United States Processing Tax Board of Review 
decision.—U. S. Circuit Court of Appeals, Seventh Circuit, in 
Fuhrman & Forster Co. v. Commissioner of Internal Revenue. 
No. 7172, October Term, 1939. 


Railroad—Depreciation Deduction—Retirement v. Straight 
Line Accounting—Land Donated to City—Whether Business 
Expense—Consolidated Returns of Affiliated Corporations— 
Apportionment Agreement.—Petitioner having used the “re- 
tirement” method of accounting prior to, during, and subse- 
quent to the taxable years, it may not use the “straight line” 
depreciation method for the taxable year. It did not obtain 
permission from the Commissioner to change its method for 
the taxable year, and the Commissioner had accepted the 
“retirement” method for all years. 

A railroad may not deduct as a business expense the March 
1, 1913, value of land donated to the city for highway pur- 
poses in 1927, where the donation resulted in no increase in 
the annual income, but was rather in the nature of a capital 
investment, resulting in permanent protection of the rail- 
road’s nearby property against the dangers of flood, greater 
accessibility to city streets, and a dimunition in the possible 
cost of crossing protection. 

The Board did not abuse its discretion in denying petition- 
er’s motion for a rehearing for the purpose of amending thie 
petition to prove the existence of an informal agreement to 
the effect that the entire tax on a consolidated return should 
be assessed against petitioner, the parent corporation. Under 
this procedure the overassessment of the only one of the 
subsidiary corporations which had a net income would be 
applied to reduce petitioner’s deficiency. If petitioner wished 
to gain any advantage from the existence of such an agree- 
ment, it owed a duty to the Commissioner to disclose the 
existence of the agreement. No such disclosure was made 
until the time of the motion for rehearing. 

Affirming Board of Tax Appeals decision, 39 BTA 661, 
CCH Dec. 10,655.—U. S. Circuit Court of Appeals, Seventh 
Circuit, in Chicago and North Western Railway Co. and Charles 
M. Thomson, Trustee v. Commissioner of Internal Revenue 
No. 7155, October Term, 1939. 


Trust or Fiduciary—Status—“Sequestrator” Appointed by 
State Court—A “Sequestrator” appointed by a Delaware 
court under Sec. 4373 of the Delaware Revised Code of 1935 
was not a trustee or a fiduciary and he was not liable for 
income tax on dividends received by him on stock which he 
held subject to court order. The income was not taxable to 
him under Sec. 161(a)(1), 1936 Act, as income accumulated 
in trust for the benefit of unborn or unascertained persons 
or persons with contingent interests. The court dismisses 
the Government’s petition to intervene —Court of Chancery, 
State of Delaware, New Castle County, in Loft, Inc. v. Charles 
G. Guth, The Grace Co., Inc., and Pepsi-Cola Co. 


Undistributed Profits Tax—1936 Act—Credit for Contract 
Restricting Dividend Payment.—Under State law, plaintiff, a 
New York corporation, was prohibited from declaring divi- 
dends in 1936 and 1937 because of an existing deficit. Such 
obligation was not a written contract executed prior to Ma) 
1, 1936, that would entitle the corporation to a credit under 
Sec. 26(c)(1), 1936 Act, for contracts restricting the payment 
of dividends. 

Affirming District Court decision, 40-1 ustc § 9288, 32 Fed 
Supp. 93.—U. S. Circuit Court of Appeals, Second Circuit. 
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in Bastian Bros. Co. v. George T. McGowan, Collector of 
Internal Revenue, Twenty-Eighth Collection District of New 
York. 

Valuation of Notes Received for Property.—W here promis- 
sory notes were given in part for the purchase of corporate 
stock, and the payee in the taxable year did not have actual 
control or custody of the notes, but, under an escrow agree- 
ment, was without legal power to obtain possession of the 
notes or in any manner to utilize them for business purposes, 
the notes were not the equivalent of cash and did not consti- 
tute taxable income. 

Reversing Board of Tax Appeals memorandum decision, 
CCH Dee. 10,550-B.—U. S. Circuit Court of Appeals, Seventh 
Circuit, in Robert E. McLaughlin v. Commissioner of Internal 
Revenue. No. 6988, October Term, 1939. 


Board of Tax Appeals 


Business Expense—Compensation for Personal Services of 
President of Family Corporation—The petitioner, whose 
stock was all owned by its president and his family, in 1936- 
1938 owned a lease on a hotel in Memphis, Tenn. Through 
similar business setups, the president of the petitioner was 
also president and manager of other hotels during 1936-1938. 
The Commissioner determined that a reasonable allowance 
for the services rendered by the president of the petitioner, 
is $6,000 a year, and accordingly disallowed deductions in 
excess thereof for the taxable years involved. In the absence 
of evidence showing either the amount paid by the petitioner 
to its president or that the amount deducted in each taxable 
year was reasonable compensation for the services rendered, 
the Commissioner’s determination is approved.—Hotel De Voy 
Operating Co., Inc. (A Dissolved Corporation) v. Commissioner, 
Decision 11,252-G [CCH]; Docket 100283. Memorandum 
opinion. 


Capital Assets v. Stock in Trade.—Although the petitioner 
was engaged as a dealer in securities in 1934 and 1935, it is 
held that the evidence does not justify a segregation of 
securities sold into those which were capital assets and 
those which were “stock in trade” and subject to inventory, 
and, accordingly, the Board upholds the Commissioner’s 
determination that the securities sold by the petitioner in 
1934 and 1935 were capital assets within the meaning of 
Sec. 117 (b), 1934 Act, and, therefore, subject to the limi- 
tations of Sec. 117 (a), 1934 Act.—Achille O. Van Suetendael 
and Elizabeth P. Van Suetendael v. Commissioner, Decision 
11,113-B; Docket 95739. Memorandum opinion. 


Oil Payment Contracts—Income—Tax Status.—This pro- 
ceeding involves the taxation of receipts in 1934 from so- 
called oil payment contracts to which the petitioner was 
either a party or an assignee. On the facts, it is held that 
there was no conveyance to the petitioner of the oil and gas 
in place or of any interest in the leases other than by way 
of lien. As a result of the contracts, the Board finds that the 
petitioner became entitled to payment of a certain definite 
sum of money to be paid out of oil produced from certain 
leases (or its proceeds), but the petitioner did not have such 
an interest in oil in place as could be considered a “capital 
investment in the mineral deposit which suffered depletion.” 
However, following Rocky Mountain Development Co., CCH 
Dec. 10,522, 38 BTA 1303, and F. H. E. Oil Company, CCH 
Dec. 10,966, it is held that the petitioner is entitled to recover 
its costs of the several oil payment contracts from its receipts 
therefrom and is only taxable on the excess of such receipts 
over costs.—I. A. O’Shaughessy, Inc. v. Commissioner, Decision 
11,111-C [CCH]; Docket 93151. Memorandum opinion. 

Real Estate Taxes—Husband’s Allowed Deduction on 
Property in Wife’s Name.—The petitioner, a resident of the 
State of New York, in 1928 purchased a vacant lot of 8% 
acres and built a house thereon costing over $60,000, which 
was occupied as a home by the petitioner and his family. 
Title to the property was transferred in 1928 to the petition- 
er’s wife as a protection against business hazards, but under 


INTERPRETATIONS 655 





an agreement to reconvey title to the petitioner upon his 
request. The petitioner’s wife had no separate estate and 
earned only a small amount of money which she reported as 
her own income. An initial mortgage of $35,000 on the resi- 
dence was paid off out of the petitioner’s own funds, and he 
continuously paid all maintenance charges and taxes with 
his own money. Under the laws of New York assessments 
of taxes on real estate are made directly against the property. 
The Board holds that the property in 1935 belonged to the 
petitioner and that his wife held only the bare title. Accord- 
ingly, the petitioner is allowed a deduction from his gross 
income for 1935 of the amount of taxes which he paid on 
the property in that year.—Theodore Bernstein v. Commts- 
stoner, Decision 11,120-A [CCH]; Docket 98442. 
dum opinion. 

Reorganization v. Sale of Assets in Bankruptcy Proceed- 
ings—Basis—Capital Loss Limitation.—(1) The facts in the 
case are not materially different from those in Marlborough 
House, Inc., CCH Dec. 10,863, 40 BTA 881, and Alabama 
Asphaltic Limestone Company, CCH Dec. 10,999, 41 BTA 324. 
Following those cases, it is held (1) that under Sec. 112 (g) (2), 
1936 Act, there was a statutory reorganization on November 
13, 1933, when the petitioner exchanged all of its stock for all 
of the assets of its predecessor; (2) that, under Sec. 112 (g) (2), 
1936 Act, both corporations were parties to the reorganization; 
(3) that, under Sec. 113 (a) (7), 1936 Act, as amended by 
Sec. 807, 1938 Act, the cost basis for computing profit or 
loss of the petitioner upon the sale of its assets in 1937 is 
the adjusted basis in the hands of the predecessor corporation 
on September 15, 1933 (date when receiver conveyed assets 
to nominee of agent for bondholders), plus tlie cost of sub- 
sequent additions thereto; and (4) that, under Sec. 114 (a), 
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1936 Act, the cost basis for computing depreciation deductions 
in 1936 and 1937 upon the assets of the petitioner is the ad- 
justed basis to the predecessor corporation on September 15, 
1933, plus the cost of subsequent additions thereto. 

(2) It is further held that under Sec. 117(d), 1936 Act, the 
amount of the loss from the sale of its assets which the peti- 
tioner may deduct from its net income is limited to $2,000. 
—The New President Corp., Dissolved, by Walter W. Ainsworth, 
A. B. Lambert, Peter J. Lane, J. J. Farrel, C. R. Jolley, Michole 
C. Murnane, and G. Pantaleont, Trustees in Liquidation v. Com- 
missioner, Decision 11,111-B [CCH]; Docket 96367, Memo- 
randum opinion. 


Trust Income—Corpus for Benefit of Grantor’s Wife.— 
Where income of a trust created by the petitioner in 1935 was 
to be paid to his wife, the trustee in addition being permitted 
to pay such part of the corpus as he “shall deem necessary 
to properly care for and support her,” it is held that the 
latter limitation so restricts the use of the income to her care 
and support that the petitioner is taxable thereon for 1935 
and 1936 under Douglas v. Willcuts, 36-1 ustc J 9002, 296 U. S. 
1. J. Edward Johnston, 41 BTA 550, followed. 


Worthless Stock—Year.—A showing that the stock of the 
Perpetual Building and Loan Association of Philadelphia was 
worthless on December 31, 1935, but no showing that such 
stock became worthless in 1935, is insufficient to overcome the 
presumptive correctness of the Commissioner’s determination 
that the stock did not become worthless in 1935.—Louis A. 
Hirsch and Helen S. Hirsch, Husband and Wife v. Commissioner, 
Decision 11,077-B [CCH]; Docket 96096. Memorandum 
opinion. ° 


Bureau of Internal Revenue 


Foreign Bank—Whether “Doing Business”—A foreign 
banking corporation whose activities consist merely of pur- 
chasing and selling securities in the United States through its 
correspondent in the United States is not carrying on or doing 
business in the United States within the meaning of the 
capital stock tax provisions of Revenue Acts prior to the 
Revenue Act of 1936. G. C. M. 17517 (C. B. X V-2, 321 (1936), 
revoked.—G. C. M. 22069, 1940-24-10293 (p. 14). 

Gross Income—Farmers.—Amounts received under the 
Soil Conservation and Domestic Allotment Act, as amended, 
the Price Adjustment Act of 1938, section 303 of the Agri- 
cultural Adjustment Act, as amended, and the Sugar Act of 
1937 constitute taxable income to the recipients for federal 
income tax purposes. Payments made under those Acts to 
nonresident alien owners of land located in the United States 
are subject to deduction and withholding of tax at the source 
at the rate of 5 per cent when made to nonresident alien resi- 
dents of Canada and at the rate of 10 per cent when made to 
all other nonresident aliens.—/. T. 3379, 1940-23-10277 (p. 2). 


Information Respecting Compensation of Officers and Em- 
ployees in Excess of $75,000.—As the total salary and com- 
missions paid by the M Company to A, its president, during 
the year 1939 exceeded $75,000, the corporation is required to 
file Schedule H-1 as a part of its 1939 income tax return, 
regardless of the fact that the commissions were gross in- 
come of a business carried on by A under a sales agency 
contract with the corporation distinct from his contract as 
president.—I. T. 3387, 1940-26-10301 (p. 2). 


Mexican Taxes—Deductibility—The tax imposed by the 
Mexican statute known as the “Law of Taxation on Excess 
Profits” is a tax on excess profits within the scope of section 
131 of the Internal Revenue Code. The M Company, a 
domestic corporation which keeps its books on the annual 
basis and paid such tax to Mexico in 1940 for the calendar 
year 1939, may claim credit for such tax accrued to Mexico 
in the calendar year 1939 against the tax due the United 
States for that year, subject to the limitation contained in 
section 131(b) of the Code. For taxable years beginning Jan- 
uary 1, 1940, and thereafter, the credit is not available as an 


TAX ES— The 


Tax Magazine October, 1940 
offset to the tax imposed under section 102 of the Internal 
Revenue Code.—/. T. 3381, 1940-23-10280 (p. 5). 

* 2.2 


The tax imposed under article 20 of the Mexican law, “Ley 
del Impuesto sobre la Renta,” upon interest is an income tax, 
and credit therefor is allowable under section 131 of the Rey- 
enue Act of 1936. 

I. T. 3288 (C. B. 1939-1 (Part 1), 139) modified.—I. T. 3385, 
1940-24-10290 (p. 9). 


Michigan Intangible Personal Property Tax—Deductibility, 
—The tax imposed by section 2 of Act No. 142, Public Acts 
of Michigan, 1913, as amended, upon certain classes of in- 
tangible personal property, which property becomes exempt 
from further taxation, is deductible for federal income tax 
purposes under section 23 (c) of the Internal Revenue Code.— 
I, T. 3392, 1940-29-10329 (p. 3). 


Nonresident Aliens.—A, a subject of a foreign country who 
entered the United States in October, 1938, on a temporary 
visa which has been renewed from time to time during the 
continuance of the war, has the status of a nonresident alien — 


I. T. 3386, 1940-25-10296 (p. 2). 


Reorganization and Tax-Free Exchange.—The transaction 
between the M Corporation and the N Corporation, whereby 
the former acquired all of the properties of the latter, con- 
stituted a reorganization as defined in section 112(i) of the 
Revenue Act of 1932 and a tax-free exchange under section 


112(b)4 of that Act. 
G. C. M. 7472 (C. B. IX-1, 184 (1930)) modified. Recom- 


mended that the nonacquiescence in lWV/inston Bros. Co. v. 
Commissioner (C. B. XIII-2, 38 (1934)) be withdrawn.— 
G. C. M. 21873, 1940-30-10342 (p. 4). 


Returns—Verification— Persons commissioned under the 
Act of Congress approved April 25, 1935 (49 Stat., 162), to 
administer oaths relating to claims against or applications to 
the United States of officers and employees under the Naval 
Establishment may not administer oaths on federal income 
tax returns. 


Naval officers authorized to administer oaths for the pur- 
poses of the Naval Service may not administer oaths on 
federal income tax returns of civilian employees of the Naval 


Establishment.—/. T. 3384, 1940-24-10288 (p. 4). 


Rhode Island Tobacco Tax—Deductibility.—The stamp tax, 
effective June 1, 1939, imposed upon the sale of tobacco pro- 
ducts in Rhode Island is a tax upon the sale by the distributor 
or dealer and is deductible by him as a tax under section 
23(c) of the Internal Revenue Code.—lI. T. 3383, 1940-24-10287 
(p.. 3). 


Sale or Exchange of Stock—Gain or Loss.—A, whio ac- 
quired 82y shares in the M Trust for 125% dollars, each share 
representing a fractional interest in a unit consisting of a 
certain number of shares in each of 26 corporations plus a 
proportionate part of a reserve fund, with privilege of con- 
verting the trust certificates into the underlying stocks, sus- 
tained a recognizable loss when she exercised the right of 
conversion and received in lieu of her trust certificates stocks 
in the 26 corporations to the value of 32x dollars and 8r 
dollars in cash, the cash covering odd lots in conformity with 
the conversion plan. 

G. C. M. 10235 (C. B. XI-1, 68 (1932)) revoked —G. C. M. 
21915, 1940-25-10298 (p. 5). 


Teachers’ Association—The M Teachers’ Association, or- 
ganized as a nonprofit, professional, educational corporation 
having neither capital stock nor surplus, its purpose being the 
promotion of educational interests of the State of R and its 
functions consisting of the conduct of educational research 
programs and those activities relating to the general profes- 
sional welfare of its membership, is entitled to exemption from 
federal income tax under section 101(6) of the Internal Rev- 
enue Code and section 101(6) of the Revenue Act of 1938.— 
G. C. M. 22120, 1940-28-10318 (p. 14). 








